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WHOSE TEACHINGS HAVE INSPIRED THIS BOOK 



Everyone realizes that we should measure the phe- 
nomena which we treat whenever we can, and that 
increasing precision in measurement is a scientific 
gain But there is danger that the seductions of sta- 
tistical technique may blind enthusiasts to the imper- 
fections and inadequacies of the data One who elabo- 
rates statistical series in ingenious ways may get as 
far out of touch with reality as one who excogitates a 
set of speculative assumptions 

— Wesley Clair Mitchell 

"The Present Status and Future Prospects of Quantitative 
Economics ” American Economic Renew, XVIII, supp , pp 
39-41, March, 1928 



Preface 


The object of this book is to provide an. exposition of sound 
piinciples for a technique of analysis and interpretation of the 
financial statements of business entei prises The methods pre- 
sented are those which have been devised by analysts ovei a 
period of some sixty years, and they have been tested by the 
author m practice and in the classroom Particulai attention has 
been given to the limitations of each of the devices discussed and 
the kind of information that each device yields Howevei, it is 
not intended to presciibe a rigid proceduie to be followed in 
analyzing all enter puses, but lathei to equip the reader with 
analytical tools from among which he may later select such as 
will be most helpful m any work he undertakes 

The applications of the pimciples developed have been lim- 
ited to the analysis of commercial and industrial entei prises, but 
they may be applied to the other types as well It is believed that 
the analysis of such types of businesses as lailroads, banks, insur- 
ance companies, and so forth, should be undei taken only by those 
who understand the organization and techmeal problems of such 
enterprises, and, theiefore, it should be treated m specialized 
works in these fields 

An understanding of the statements which are the final prod- 
uct of the accounting processes lequires a knowledge of those 
processes Consequently, m the opinion of the author, only per- 
sons with such knowledge aie properly equipped for the analysis 
of financial statements For this reason the present work assumes 
on the part of the leader a faimharity with accounting Never- 
theless, it has been deemed necessary to discuss some of the more 
elementary concepts and prmciples, though from a point of view 
different from that generally found m the textbooks and in a 
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manner more closely related to interpretation This is done m 
Part One, “The Problem and Its Setting ” Pait One also con- 
tains, m Chapter 5 on “Trends in Accounting Principles and Pio- 
ceduies,” a review of the significant changes that have taken 
place during the past two decades as the result of a concerted 
etl ort on the part of accountants to improve accounting proce- 
dures 

Part Two, “The Technique of Financial Statement Analysis,” 
contains an exposition of the various devices available for the 
analysis of the data contained in the financial statements as a 
basis for the interpietation of the condition of a business enter- 
prise The discussion of investment analysis in Chapter 15 has 
in this edition been enlarged 

The problem of the variation in the umt of measurement, 
that IS, the fluctuation in the purchasing power of money, was 
given consideration thioughout the fiist and second editions. 
However, no exposition of a pioceduie for adjustment of the 
financial statement data to a common base was attempted be- 
cause the subject existed only in theoretical foim and no par- 
ticular procedure had been accepted for such purpose Although 
at the time of this writing no adjustment procedure has been 
adopted in practice to any considerable extent, interest in the 
problem has been growing, as evidenced by the attention given 
it by speakers and writers Therefore, in order to acquaint the 
reader with the details of what appears to be the method spon- 
sored by the majority of those in favor of price-level adjustment — 
that of adjustment by an index of the general price level — the 
application of this proceduie to an illustrative case has been given 
in Chapter 4, a new chapter on “Price-Level Adjustment ” 

In using the text for a couise in financial statement analysis, 
it IS recommended that assignments be made concurrently in both 
the first and second parts in order that the student may not lose 
interest during the early part of the course because of "too much 
theory ” The accompanying book of problems and questions has 
been designed for a one-semestci course and provides questions 
based on the various chapters of the text m addition to 14 laboia- 
tory assignments The laboratory material contains both hypo- 
thetical and actual cases, from which the instructor may make 
selections to suit the needs of his students The Appendix, which 
contains reproductions of the financial statements of vaiious ae- 
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tual companies, will be found helpful m discussing contemporary 
procedure in the construction of financial statements 

The author desires to acknowledge his indebtedness to the 
many students of the City College of New Yoik and New Yoik 
University who have through the yeais aided in the development 
of this book, to those who aided in the preparation of the first 
edition his colleagues, Cornelius M Ahearn, Lennart G Biyn- 
gelsson, John D Burton, Frank A Dunn, Hariy L Kuntzleman, 
Leo Rosenblum, Emanuel Saxe, the late John P Smith, and Max 
Zimermg, for their patience in discussing his ideas, to R Parker 
Eastwood, of the Columbia Umversity Graduate School of Busi- 
ness, for his critical reading of the parts of the manuscript involv- 
ing statistical techmque, to Ralph C Jones, of Yale Umversity, 
for various suggestions, and to H A Finney for the beneficial 
lesults obtained from his ciitical reading of the entire manuscript 
He further wishes to express his gratitude to the managing editors 
of The Journal of Business Education and The New York Ceitified 
Public Accountant foi permission to reproduce certain mateiial 
previously pubhshed in these magazines, and to the late Robert 
L Mitchell, management consultant, of New York, who never 
stinted of time and effoit to give advice and encouragement in 
the preparation of both the first and second editions For valu- 
able suggestions in the preparation of the third edition, the au- 
thor is grateful to James A Cashin, Supervisor of Management 
Procedures, St Regis Paper Company, Dudley W Cuny, of 
Southern Methodist Umversity, Edward G Eriksen, of Wayne 
State University, Brian Galvin, of Queen’s University, Canada, 
William C McGrew, of the Umversity of Oklahoma, and Hedwig 
Reinhardt, of The College of the City of New York. 
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PART ONE - The Problem 
and Its Setting 

1 


Significance and DcYelopment of 
Financial Statement Analysis 


financial Statements Defined 

The term finanaal statements, as used in modem business and 
in this book, refeis to the two statements which the accountant 
piepares at the end of a period of time for a business entei prise 
They are the balance sheet, or statement of financial position, and 
the income statement, or piofit and loss statement It has become 
customary for corporations to add a third statement, the state- 
ment of retained earnings (surplus) ,, 

Various schedules aie often used to supplement the data con- 
tained m the financial statements They consist of such schedules 
as the schedule of property, plant, and equipment, the schedule 
of reserves (allowances) for depreciation, depletion, and amorti- 
zation of property, plant, and equipment, the schedule of releives, 
and so forth. These schedules will be considered part of the state- 
ments to be analyzed, in fact, they constitute the first step in the 
analysis of certain data m the balance sheet and income statement. 

The financial statements provide a summary of the accounts 
of a business enterprise, the balance sheet reflecting the assets, 
liabilities, and capital as of a certam date and the income state- 
ment showing the results achieved during a certain period. 

'Interpretation of the Financial Statements 

It IS now considered part of the accountant’s work to mtei- 
pret the statements which he has constructed. By so doing he 

I 



2 Financial Slalemenl Analysis 

reaches what should be the goal of his labors the supplying of 
mfoimation that will aid in the ijianagement of a business. 

In the eaiher days of accounting, the moie important contri- 
butions to the subject of financial statement interpretation wore 
made by credit men and investment analysts, for it was they who 
faced the necessity of obtaining from the statements information 
which was not forthcoming from the accountants In moie recent 
times the demand foi analytical mfoimation by business execu- 
tives, bankers, and others has^had the effect of influencing the 
accountants to attempt to supply it. This is as it should be, for 
the accountants, fully understanding the nature of the statements, 
are most competent to develop a logical techmque of analysis As 
a result, many public accountants now give detailed analyses m 
their audit reports, a practice that was unknown some years ago. 

Interpretation Requires Analysis 

The financial statement figures consist not only of account 
balances, which usually are the result of many debit and ciedit 
entiles for a vaiiety of transactions, but also combinations of 
account balances As a lesult, the figures often do not represent 
homogeneous data. It is thus sometimes difficult to interpret them, 
while, on the other hand, the countless transactions which may 
have Led to the final figures arc not susceptible of interpi station. 
Between these two extremes — the figures in the statements and 
the entries of which they are the lesult-^are various points at 
whicl^nterpretation may be made To obtain these intermediate 
figures requires an analysis of the totals in the statements into 
their components, a process which usually is partly present in the 
statements and which it is necessary to continue in the inverse 
direction of the accounting processes — that is, from the statements 
back toward the original entires recording the many transactions 
that have taken place. The following will serve as an illustration 

An important point of information is the extent of the debts 
of a business at a particular date, this information is indicated 
by the item “total habihties ” But the liabilities fall, for practical 
purposes, into two distmct classes those that are due within a 
relatively short period of tune, such as a year, which the account- 
ant calls “current liabilities,’' and those with a later maturity, the 
“long-term liabilities,” usually represented in the case of a cor- 
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poration by its funded debt To facilitate interpretation, the 
current and long-term habilitiQs aie usually segregated in the 
balance sheet, and such segregation may be regarded as the first 
step m the analysis of the liabilities 

To know the amount of debts due within a year is usually 
not sufficient It would make a considerable difference whethei 
certain amounts are due within a month or within possibly a pe- 
riod of twelve months Hence it is desirable to have a fuither 
analysis of the current habihties accoiding to the amounts due in 
thirty days, sixty days, ninety days, and so foith This further 
information is not commonly found in the statements and would 
be obtained by aging the accounts 

Interpretation Requires Comparison 

Meie examination of the components of a statement cannot 
be expected to lead to defimte conclusions m regard to the financial 
status of a business Aftei the statement has been dissected into 
its constituents, it is necessary to measure the relative magnitudes 
of the various entities. If, for example, the cuirent liabilities of a 
certain business at a particulai date amount to $25,000 and an 
opinion is desired as to whether it is probable that the business 
will be able to meet these obhgations, the amount of the liabilities 
may be compared with the amount of the assets that the business 
has available to pay them the cash and such assets as receivables 
and merchandise that will be converted into cash in the normal 
operation of the business during the coming year If the cuirent 
assets amount to, say, $100,000, the analyst would piobably con- 
sider the debt-paying ability of the business satisfactory 

However, the comparison of the debts with the total wealth 
which will in the course of operations become available for paying 
them will not give a conclusive answer. If in the above illustration 
the $100,000 of cuiient assets is composed of, say, $95,000 of mer- 
chandise which has to be sold on account on thirty- or sixty-day 
terms before this amount of wealth can be used to hquidate debts, 
the analyst would probably consider the situation unsatisfactory, 
especially if the liabilities of $25,000 are due in the near futuie 

Also, if the analyst found the proportion of current assets to 
current liabilities satisfactory but, upon aging the amounts pay- 
able and receivable, he found curient habihties due before a suffi- 
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cieni amount of casli would be received from customeis to pay 
them, he would probably consider the situation unsatisfactory 
It IS thus seen that in order to interpret the position of an 
enterpiise it is necessary not only to separate the totals given in 
its financial statements into their components but also to make 
comparisons of the vaiious components and to examine their con- 
tent In addition, a study of the changes that have occurred m the 
business ovei seveial periods should be made, such a study is 
carried out by examining the trends of the various important 
factors in a seiies of statements 

Financial statement analysis is, theiefore, laigely 

(i) a study of lelationships among the various financial fac- 
tors in a business, as disclosed by a single set of state- 
ments, and 

(ii) a study of the trends of these factors, as shown m a series 
of statements 

To facilitate and simplify the analysis, a methodology has been 
developed over the yeais This methodology, however, is in an 
early stage of development, so that, foi a full understanding of the 
fundamental problems of financial statement analysis, some knowl- 
edge of the history of both the development of financial summaries 
and the methods for their analysis is helpful 

Historical Development of Financial Summaries 

The need for a summaiy of the accounts of a business enter- 
piise was appreciated from the beginning of modern accounting 
Lucas Pacioli, the author of the first published accounting treatise, 
gave specific instructions for the preparation of a summaiy, or 
"inventory,”^ as he called it. Statements of assets and liabilities, 
however, are known to have existed as early as the fourteenth 
century For example, the partners Francesco di Marco da Plata 
and Domenico di Cambio drew up a detailed statement of assets 
and liabilities on August 30, 1389, quite in the modern manner.^ 
The statement was entered in a private book and signed by the 
partneis, and the book was closed with a seal 

^Suma de Anlhmehca, Section IX, Tieatise XI, Chapters II and III Venice 

1494 

® Reproduced in detail in Eniico Bensa, Francesco d% Marco da Praia, pages 
414-417 Milan Fratolh Tieves, 1928 
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In the sixteenth centuiy the summaiy of the accounts was 
made an integral part of the ledger m the foim of a balancing 
account The balancing account is illustiated in Johann Gotlieb’s 
treatise ** The balances of the asset and habihty accounts were 
closed into this balancing account m a mannei similar to the con- 
temporary practice of closing the income and expense accounts 
into a summary account This piocedure “became standard book- 
keeping practice and was m use until quite recently ” ^ 

When business enterprises were operated on a small scale, the 
summary contained m the balancing account sufficed to show the 
lesult of operations and could leadily be inspected by the pro- 
prietor or partners, consequently, there was no need for a state- 
ment to be made outside the books of account Howevei, such 
extiacts from the books were occasionally prepared In 1571 the 
Mines Royal, which was m financial difficulties because of a busi- 
ness depression, made a statement for its stockholdeis entitled 
“an Estimate of the Stock lemaining at the Mines and the value 
thereof at Christmas last ” ® This statement, however, was merely 
an enumeration of assets, and the liabilities weie not listed 

As business enterprises assumed larger piopoitions during the 
latter pait of the nineteenth centuiy and corporations began to 
have many mvestois, it became necessary to make copies of ac- 
counting summaries foi distribution to all stockholders, and so 
the balancing account was developed into the contempoiaiy bal- 
ance sheet The financial statements used m modern accounting 
piactice are a relatively recent addition to accounting procedure, 
and the forms used today were not fully developed until the end of 
the last century 


Statement Analysis Begun by Bankers 

Until about the turn of the century a financial statement was 
regarded merely as a “proof” of the bookkeeper’s work At this 
time, howevei, bankers began to request balance sheets of apph- 

^Buchhalten, Zwey KunsiUche unnd Veisieruhge Buchhalten Nurnbeig 1646 
"'A C Littleton, Accounting Evolution to 1900, page 130 New Yoik Ameiican 
Institute Publishing Co , Inc , 1933 Littleton found the latest mention of a balancing 
account m E G Hall, Business Manual Logansport 1894 

’‘State Papers, Domestic, Elizabeth LXXXV 46, Calendai, 1547-1580, page 436, 
cited “as a veiy early instance of a balance sheet of a jonit-stock company” by 
W R Scott, The Constitution and Finance of English, Scottish, and Irish Joint-Stock 
Companies to 17S0, Vol II, pages 388-389 Cambiidge Univeisity Press, 1910 
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cants for credit, for use as bases of opinions regarding the desiia- 
bility of credit extension 

The use of financial statements on a large scale for credit 
purposes may be said to date from Februaiy 9, 1895, when the 
Executive Council of the New York State Bankeis’ Association 
adopted a resolution to 

lecommend to the membeis of this Association that they request 
borrowers of money from then lespective institutions to give them 
written statements over their signatures of then assets and liabilities, 
in such form as the Committee on Unifoim Statements ot the various 
groups recommend ® 

From this time onward the subject was much discussed, and 
the use of statements foi credit purposes was recommended by 
leading bankers, such as James G Cannon, Vice-President of the 
Fourth National Bank of New Yoik, who was one of the most 
vigorous sponsors of the movement In one of his addresses’ he 
said. 

credit extended to the merchant must be predicated upon his 
solvency This being the case, it is esbential to have at hand definite 
knowledge as to the financial responsibility of the applicant for credit, 
and this infoimation can be seemed from no better source than the 
applicant himself 

Mr Cannon pointed out that foi this purpose there had been 
devised the “pioperty-statement blank,” which provided such in- 
formation as IS “the only true basis fot the extension of credit” 
and went on to say that such statements must be analyzed But 
he gave no indication legarding what constituted analysis How- 
ever, since he submitted a form for comparison of statements, such 
comparison was undoubtedly part of the analysis. He also men- 
tioned that the National Association of Credit Men had adopted 
umform “property-statement blanks” which were being widely 
used 

Thus it IS seen that in the 1890’s bankers developed the notion 
that they might use financial statements as a basis for determining 
eligibility for credit The strength of the movement in favor of 
such a procedure is shown by the hteratuie of the day In 1900 
the New Yoik State Bankers’ Association pubhshed a standard 
“ Bankers’ Magazine, Vol 50, pages 547-548 

’ Delivered before the Ameiican Bankers’ Association, Septembei, 1899 Bank- 
ers’ Magazine, Vol 59, pages 577-586 
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form for application foi credit which included space for a balance 
sheet ® Apparently bankcis began to request balance sheets of 
their clients, but it docs not appear that any attempt was made at 
quantitative measuiement of their contents The balance sheets 
weie probably merely scrutinized and then carefully filed away 
Instiuctions by writeis in legaid to analytical piocedure were 
vague 

Mr Cannon’s use of comparative statements seems to have 
gamed momentum, for in 1906 one writer who used comparative 
statements had this to say “The statements must be thoroughly 
analyzed by the ciedit manager by study and comparison their 
weaknesses watched foi and then strong points noted — he must 
understand them fully ” ® The writer, howevei, gave no specific 
instructions as to what to compare 

Having accepted the idea of comparison, the bankers seem to 
have begun to think about what should be compared. A wiiter in 
1908 stated “Credit is usually extended on the strength of quick 
assets, and many good judges feel that the ratio of quick assets to 
liabilities should be about to 1 ” It is thus evident that by 
1908 quantitative measuiement by means of ratios had been 
adopted by credit men 

Slatement Analysis in ihe Investment Field 

Meanwhile, the notion of forming an opinion of the financial 
condition of an enterprise from the analysis of its financial state- 
ments had taken root in the investment field, particularly in con- 
nection with railroad securities A booklet entitled The Anatomy 
of a Railroad Report, which is regarded as a classic in railroad 
analysis, was published in 1900 by Thomas F Woodlock In its 
treatment of the various elements of railroad statements, this 
booklet foreshadowed modern analytical methods, for it discussed 
“the percentage of operating expenses to gross earnings,” “the 
ratio of fixed charges to net income,” and “the relative proportion 
which the funded debt and stock of a company should bear to the 
actual cost of the property,” In regard to curient position, Wood- 

^ Bankei s’ Magazine, Vol 60, pages 249-250 

® Charles W Reihl, “Credit Department of a Bank,” Bankers' Magazine, Vol 72, 
pages 408-417 

1“ William M Rosendale, “Credit Department Methods,” Bankers’ Magazine, 
Vol 76, pages 183-194 
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lock said “In geneial, current items on each side of the account 
should at least fairly offset each other, year by year.” 

Financial statement analysis as a basis for opinion regarding 
financial condition became more and more popular in the invest- 
ment field, although most writeis on investment were rather vague 
as to procedure John Moody, m his book The Art of Wall Street 
Investing, which was pubhshed in 1906, said 

Having famihanzed oneself with the physical chaiactenstics of a 
load the next step for the investor oi student to take is to ascertain 

and then analyze the earning powei of the property This is done thiough 
an examination and analysis of the income oi levenue account 
Having familiarized oneself with the physical and earning power of a 
raihoad property, the next step is to examine its financial side This is 
taken up through the analysis of the company’s balance sheet Practi- 
cally nothing can be Icnown of a railroad’s financial condition unless the 
financial statement or balance sheet is carefully examined and dissected 

Lawrence Chamberlain, in his The Principles of Bond Invest- 
ment, first published in 1911, used Woodlock’s latio of opeiatmg 
expenses to gross earnings, calling it the “opeiatmg ratio ” He 
also used the ratio of transportation expenses to operating reve- 
nues, which he called the “transpoitation ratio,” and the ratio of 
margin of profit to total net income, known as the “factor of 
safety ” In addition, he showed the relation of various components 
of an item to the whole, such as the proportion of various revenues 
to total operating revenues and the proportion of various expenses 
to total operating expenses, a device which has since been called 
the “common-size” or “100%” statement 

Progress of Credit Analysis to 1914 

With reference to the growth of the practice of submitting 
balance sheets for credit purposes the following was written m 
1906 

Ten years ago few banks reqmred borroweis to sign a statement of 
their affairs Today the custom is quite general among bankers, but 
even yet there aie some banks which have not adopted the practice 

It IS worthy of remark, moreover, that there is a decreasing leluc- 
tance among boi rowers to give these statements 

“ William Post, "Analysis of Borrowers’ Statements,” The Journal of Account- 
•mey, VqI 1, January, 1906, pages 181-193. 
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The writer then discussed the various items to be found in a 
balance sheet and suggested that the bankei make a scrutiny of 
an applicant’s balance sheet to determine his financial condition, 
supplementing this examination by an investigation of contingent 
liabilities and “business and lesults,” by which he meant sales, 
gloss profits, expenses, and net piofits 

In the foregoing is the nucleus of the modern idea However, 
this water’s statements are rather optimistic, for it is not probable 
that the custom of requiring statements had become as general 
as he would have his leaders believe This is borne out by the fact 
that a decade later a special committee appointed by the Federal 
Reseive Boaid stated 

We believe that the country banks which constitute the majority 
of oui members aie geneially without credit files as known to the large 
city bank Borrowers are peisonally known by the olficeis and direc- 
tors -who are usually then neighbors, and the means, business and 
chaiactei of such boi rowers are matters of intimate personal knowledge 
to the bank officer 

However, those bankers who maintained credit files gradually 
developed the notion of comparing various items m successive 
statements, comparison of current assets and cm rent habilities 
usually being considered the most important 

Although among bank credit men the cuirent ratio seems 
gradually to have become the mam feature of statement meas- 
urement, by 1913 there appeared signs of revolt against the su- 
premacy of this ratio as a criterion A writer of that year reflected 
the opinion that other things need to be considered m addition to 
the current ratio, for he asked 

Is the cash in bank in leasonable pioportion to liabilities year after 
year? Are the bills and accountb receivable excessive when con- 
sidered m the light of the seasons and tiade terms of the business‘s 
Business conditions allowed foi, does the proportion of goods on hand 
to annual sales indicate caieful merchandising and an annual cleaning 
out of dead stock, or is the merchant oi manufacturer disinclined to 
take a small present loss on unsuccessful lines m exchange tor an op- 
portunity to get his capital and endeavors into moie profitable busi- 
ness 


12 H P Willis, The Federal Reserve System, page 914 New Yoik The Ronald 
Pi ess Co , 1923 

B Snyder, “Credit Sei vice,” Bankers’ Magazine, Vol 80, pages 555-563 
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Effect of the Fedeial Rescive Act 

The establishment of the Fedeial Reserve System in 1914 had 
a stimulating effect on the use of financial statements The F edei al 
Reserve Act provided*'‘ that member banks might lediscount with 
the Federal Reserve Banks 

notes, diafts, and bills of exchange aiisuig out of actual commercial 
transactions, the Federal Receive Board to have the right to 
determine oi dehne the charactei of the papci thus eligible toi dis- 
count 

The Boaid proceeded to “deteimiiie oi define the character 
of the papei thus eligible foi discount” and placed the burden of 
investigating ciedit standing on the hanks, lequirmg them to 
maintain a ciedit file of the financial statements of all clients 
whose papei they rediscounted and also requiimg that 

after January 15, 1915, no papei shall be discounted oi purchased 
by Federal leseive banks that does not beai on its face the evidence 
that it is eligible for rediscount and that the sellei of the papei has 
given a statement to the member bank A rubber stamp is con- 
sideied sufficient evidence to that effect at this time 

These regulations of the Federal Reseive Board obviously 
brought to the fore the use of financial statements as a basis foi 
the granting of credit Bankeis and accountants began to give 
much attention to the subject of both the constiuction and the 
analysis of financial statements, but, while most of the ai tides 
of the time m banlcing and accounting journals discussed the form 
and content of financial statements, with special lefeience to state- 
ments prepared for bankers,^® little progress was made in ana- 
lytical technique 

Section 13 

Fedeial Reseive Boaid, Circulai No 13, November 10, 1914, repimled in 
Willis, op at , pages 030-934 

See, for example, J E Masters, “Financial Statements as a Basis of Ciedit,” 
The Journal of Accountancy, May, 1916, pages 334-343, C A Peple, “Statements 
of Boiroweis from the Viewpomt of the Fedeial Reseive Bank,” The Journal of 
Accountancy, Juno, 1916, pages 410-423, P Havenei, “Analysis of Financial State- 
ments,” The Journal of Accountancy, May, 1017, pages 349-353, and R H Leamy, 
“Essential Features m a Repoit foi Credit Pmposes,” The Journal of Accountancy, 
September 1918, pages 161-168 
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Development of Ratio Analysis 

The presentation of an elaborate system of ratio analysis was 
made m 1919 by Alexander Wall, who published an article” in 
which he criticized the bankers who based decisions in legaid to 
granting of credit on current ratios alone Wall pointed out that, 
in oidei to get a complete picture, it is necessary to consider rela- 
tionships in financial statements othei than that of cun ent assets 
to cun ent liabilities The relationships that he described might 
be measuied quantitatively and used as checks on the current 
ratio Wall became one of the foiemost proponents of ratio anal- 
ysis and elaborated his methods in several volumes 

Analysis by means of the calculation of a series of ratios 
lapidly became the popular method of the rank and file of writers 
on analysis of financial statements TJnfoitunately the importance 
of ratios was gieatly exaggeiated, they weie lepresented as clothed 
with mysterious poweis and as infallible keys to business success 
Many who had too little understanding of their sigmficance began 
to use them in unwari anted ways Latei wiiters, however, have 
sought to clarify the use of ratios and have stressed their limita- 
tions ” 


Introduction of Trend Percentages 

No seiious criticism of latio analysis appeared in print until 
1925, when Stephen Gilman offered the following four objections 
(1) A change in a ratio can be interpreted only m the light of the 
changes in each of the two vaiiables the relationship of which it 
repiesents, (2) it is difficult to compiehend the connection of the 

” “Study of Credit Baiometnoi,” Federal Reseive Bulletin, Maich, 1919, Vol V, 
pages 229-243 

Analytical Credits Indianapolis The Bobbs-Mernll Co , 1921 Ratio Analysis 
of Financial Statements (with Raymond W Dunmg) New Yoik Harpei & Bios, 
1928 Analyzing Financial Statements {with'Rayiaoad'W Dunmg) New York Amoi- 
loan Institute of Banking, 1930 How to Evaluate Financial Statements New Yoik 
Harper & Bros , 1936 

“ See W A Baton and A C Littleton, An Introduction to Corporate Accounting 
Standaids, page 142 American Accounting Association, 1940, N Loyall McLaren, 
Annual Reports to Stoclholders New Yoik The Ronald Pi ess Co, 1947, pages 
282-283, and William A Baton and Robert L Dixon, Essentials of Accounting, 
page 757 New Yoik, The Macmillan Co, 1968 

““ Stephen Gilman, Analyzing Financial Statements New York The Rongltf 
Press Co , 1925, rev ed 1934 
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1 atio with the balance sheet from which it was computed, (3) the 
ratios give an unwarranted impiession of finality, and (4) the 
ratios do not give a comprehensive view of the balance sheet rela- 
tionships Gilman proposed as a substitute foi the ratio technique 
one in which the analyst divides the magnitudes of significant 
items or gioups of items in each of a senes of statements by their 
magnitudes in one year m the series selected as the base, thus 
obtaining a series of tiend percentages oi relatives to the base 
year By studying the vai lations from the base year, he contended, 
a comprehensive view of the progress of the business can be ob- 
tained 

Standard Ratios 

Having adopted the method of computing the ratios of vaii- 
ous entities in the statements to one another, analysts felt the 
need for standaids similar to the standard costs used m cost ac- 
counting which might be used as an aid m deciding whether the 
ratios in a particular enteipiise are satisfactory or not In 1923, 
the preface to a book by James H Bliss stated that “in every 
branch of industry there are certain characteristic financial and 
operating ratios, depending upon the nature of its activities ” 
Such latios. Bliss said, might be determined by averaging the 
ratios of the concerns in the industry and that to “enjoy the aver- 
age measure of success” a concern must approximate these ratios 

The notion that standards of reference could be obtained by 
averaging the ratios of enterpiises in the various industries was 
received with enthusiasm in certain quarters It soon, howevei, 
became evident to those who understood the nature of the finan- 
cial statements that it was not feasible to obtain reliable standards 
in the manner suggested, and, as a result, the idea was disci edited 
although from time to time some writers have revived it This 
object will be discussed in Chapter 14 

*^Financial Statement Analysis Today 

The foregoing outline of the history of the growth of financial 
statement analysis techmque shows that it has been developing 

James H Bhss, Ftmncml and Operating Ratios in Management New York 
The Ronald Press Co , 1023 
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(#ei a period of more than sixty years From the crude beginnings 
of lOugh comparison of statements at the turn of the centuiy a 
fairly definite procedure, employing measuring devices akin to 
those used m scientific woik, has giadually evolved The exposi- 
tion of these measuring devices and their use as an aid m the intei- 
pretation of financial statements is one of the objects of the 
piesent volume 

The measurements used in financial statement analysis may 
be classified into two groups (1) those which measure the rela- 
tionships among the items m a single set of statements, (2) those 
which measure the changes in these items in successive statements 
The first is a static analysis, measuimg position at a point of time 
or for a period, the second is a dynamic analysis, measuimg change 
of position Both types of analysis aie necessary foi a compre- 
hensive interpretation, for it is important to know not only the 
proportions as of a ceitain date but also the trends in the enter- 
piise 

The information yielded by the analysis of financial state- 
ments is used in ciedit extension and investment commitment 
It IS also of importance in management A business executive 
needs every possible type of data about the enterpiise he is di- 
recting, and the information deiived from an analysis of the finan- 
cial statements is essential in the solution of managerial problems 

Internal and External Analysis 

Analysis of a business may be conducted inteinally or exter- 
nally In internal analysis the analyst is within the enterpiise he 
IS analyzing, he has access to the books of account, and com- 
plete information about the business is at liis disposal In external 
analysis he is not connected with the enteipris^ and the only data 
available to him are the statements and such information as the 
business is willing to submit Analysis foi ciedit extension and 
investment commitment is of the external type, wheieas analysis 
for managerial purposes is of the internal type Because he is 
better informed, the internal analyst can usually do more satis- 
factory work than the external analyst 

In the present volume no attempt has been made to diaw a 
definite line of demarcation between internal and external anal- 
ysis The scope of the information available to the external analyst 
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has in recent times gradually become gieatei Ciedit men no^ 
obtain such data as income statements and agings of accounts, 
which were not available in the past, and investment analysts 
may secure fiom the Secunties and Exchange Commission var- 
ious schedules to which they did not have access before the cre- 
ation of the Commission The distinction between mteinal and 
external analysis is now less definite than foimerly. 
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The Nature and Limitations of the 
Financial Statements 


In order to interpret the financial statement data, it is essen- 
tial to have a thorough understanding of their nature and an 
appreciation of the limitations of the statements Such under- 
standing and appreciation are hardly possible without a knowl- 
edge of not only the processes by which the statements are produced 
but also the underlying concepts employed by accountants in the 
performance of then work 

' -The Income Slalement 

The deteimination of the net income of a business enterprise 
for a ceitain period of time is the cential feature of accounting 
Business is primarily conducted for the pm pose of earning income, 
and, therefore, the net income is the most significant figure pro- 
duced by the accounting processes, foi it measures the degree 
of attainment of the objective 

The income statement provides a review of the factors di- 
rectly concerned with the determination of the net income the 
revenue realized from the sale of goods or services and the costs 
incurred in the process of producing the revenue These costs are 
the cost of sales and the selling, general, and administrative ex- 
penses They are deducted from the revenue to determine the 
income from legulai operations In addition, theie may be in- 
come from other sources and other deductions from income 



16 


Financial Statement Analy‘ii‘! 


Revenue 

Revenue may be defined as tbe sum of money received or to 
be received from the customers oi clients of the business as a re^ 
suit of the sale to them of goods or services, or both For purposes 
of accounting, revenue is usually considered as having been re- 
alized when a sale has been consummated and the invoice pre- 
pared and recorded in the accounting records 

It IS important to distinguish between the realization and the 
earning of revenue Revenue is earned during the entire process 
of activity leading to the sale, such as procurement, production, 
and service perfoimance It is, however, not feasible to attempt 
to accrue income on the basis of earnings, except, for example, 
m such activities as those under contiact for a substantial fee 
Hence the recogmtion of levenue when a sale has taken place for 
which cash or an account or note receivable has been acquired 

The determination of the revenue is a much simpler mattei 
than the deteimmation of the costs to be deducted therefrom, 
since it is more or less the balance of the revenue account or 
accounts 

'-'Costs 

Business costs may be divided into three categories 

(1) the cost of the property, plant, and equipment, 

, (2) the cost of what is to be sold 

(a) in a merchandising business, the cost of the merchandise 
purchased for lesale, 

(b) m a manufactuimg business, the cost of the materials, 
labor, and overhead incurred to produce the products to 
be sold, 

(c) in a service business, the costs incurred in order to perfoim 
the service to be rendered, and 

' (3) the cost of the sellmg, geneial, and admmistrative activities 

Costs are incurred for the purpose of earning revenue and 
they are assigned to, that is, deducted from, the revenue they were 
instrumental in earning. Accordingly, it is the function of the ac- 
countant at the end of each accounting period to determine the 
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amount of each kind of cost that should be deducted fiom the 
revenue of that period 

The costs assigned to a peiiod aie legarded as having expired 
and are designated as expenses The unexpvr ed costs, that is, those 
regarded as applicable to a future period, are designated as assets 
because the future period will benefit from their mcuirence Thus, 
an expense may he defined as an expired cost 

The assigning of costs to revenue is sometimes referied to as 
matching costs with revenue, since the accountant places together 
related costs and revenue 

Disposition of Costs 

The thiee categories of costs outlined above are disposed of in 
the accounting records in the following manner 

(1) That portion of the cost of the property, plant, and equip- 
ment applicable to a specific period (expiied) is designated as 
depreciation, depletion, or amortization, as the case may be, and 
IS reclassified in expense accounts The unexpired portion of the 
cost remains as balances in asset accounts 

(2) That portion of the cost of what was acquiied or pio- 
duced foi sale and which has been sold (expired) is designated as 
cost of goods sold, also called cost of sales (an expense) In a service 
business, the cost of the service performed is treated in a similar 
manner The cost of the unsold portion of the merchandise of a 
merchandising business (unexpued) and the materials and finished 
goods on hand in a manufacturing business, as well as any work 
m process of production, constitute the inventories (assets) In a 
sei vice business, the unexpired portion of the service cost is treated 
as a prepaid expense (asset) 

(3) That portion of the cost of the selhng, general, and ad- 
ministrative activities considered apphcable to a specific period 
(expired) is designated as selling, general, and administrative ex- 
pense, or classified in subdivisions thereof The costs not consid- 
ered applicable to the period (unexpired) aie designated as prepaid 
expenses or deferred charges (assets). 

In order to simplify the above desciiption of the assignment 
of costs to revenue, no mention was made of the possible adjust- 
ments for accrued and deferred revenue and accrued expenses 
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Nor were expired costs subdivided into utilized costs and lost costs, 
the utilized costs being those that resulted in providing revenue 
and which are thereto] e matched with it, while the lost costs aie 
those that did not produce revenue and which are allocated as 
other deductions from income in the peiiod of occuirence, such as, 
for instance, the loss on sale of fixed assets Also, no mention was 
made of the process of cost transformation, as when material, 
labor, and overhead costs aie converted into the cost of finished 
goods. 

Because the estimate of what portion of a given expenditure 
IS to be considered an expense and how much is to be earned for- 
ward in the books and statements as an asset will affect the stated 
amount of the net income as well as the stated amount of the 
assets and the capital,, the assignment of costs to revenue may 
well be considered the most critical step m the accounting proc- 
esses and, therefore, the central problem of accounting This phase 
of accounting offers the greatest challenge to the accountant’s 
ability. 

The Balance Sheet » 

It follows from the foregoing that the assets listed m a balance 
sheet are dejeried or unamorlized costs, with the exception of cash 
and claims to cash, such as receivables and mvestments m securi- 
ties In the course of time, almost all of the deferred costs will 
be assigned to levenuc Thus, from the accounting point of view, 
assets are largely cost residue to he assigned to revenue in the future 

The liabilities are the sums owing to creditors and consist 
mainly of notes and accounts payable, accrued expenses, and 
long-teim debt The estimated habihties (liability reserves) are 
estimates of certain sums of money that the business will have to 
pay m the future, or the dollar amount of losses it is expected 
will be sustained, m which case they are really estimated contras 
to the assets 

The capital is the equity or mterest of the owner or owners 
in the business It is equal to the stateef amount of the assets after 
deduction of the liabilities. 
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Nature of the Financial Statement Data 


The financial statements aie composed of data which aie the 
result of a combination of (1) recoided facts concerning business 
tiansactions, (2) conventions adopted to facilitate^ttie accounting 
technique, (3) postulates, or assumption!,* mu^e to*implement the 
conventional procedures, and (4) peisonal judgments used in the 
application of the conventions and postulates 

1 Recorded facts The lecoided facts m the statements are 
such data as the amount of the cash on hand and in bank, the 
face amount of the notes receivable which the business has on 
file, the amounts owing on account from customers and other 
debtors, the cost of supplies and fixed assets, the amounts owing 
to creditors in the form both of notes and of accounts, the total 
sales during the period, and so foith The listing of these items 
IS on the basis of the historical records of transactions which oc- 
curred in the past, and the amounts at which they arc stated are 
m teims of the pi ices at which the transactions took place 

S Cmvenhons. In a reasonably active business, the stream 
of transactions is continuous from day to day and from year to 
year But in order to supplyCthe management and otheis interested 
in the business ‘with iiifoimation regarding the success of opera- 
tions and the status of the investment, the accountant makes the 
assumption that the continuity is broken at a certain moment of 
time,' such as at the close of business on December 31 This as- 
sumption, which IS contiary to the factual lecord, gives rise to 
-the problems of matching costs and revenue which have been 
discussed ' 

In Older to facilitate this process of bieakmg the record into 
time segments and allocating revenue and costs to them m income 
statements and showing the cost lesiduc m balance sheets, a series 
of conventional procedures have been devised. 

The allocation is ettected in some instances in a very simple 
way For example, the poition of the amount expended foi postage 
stamps whi’ch is to be considered an asset is determined by an 
inventory of the stamps on hand measured at face value The 
difference between the total recorded expenditure foi stamps and 
the inventory constitutes the postage expense for the peiiod 

With respect to such items as stationery on hand, the ques- 
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tion arises as to whethci they should be stated at cost or at the 
market price at the date of closing the books, if market price dif- 
fers from cost The conventional lule is that such items shall be 
stated at cost 

In the case of the inventory of merchandise, convention pro- 
vides various methods, fiom among which the accountant may 
make a selection to suit the lequirements of the business Among 
these methods are found (1) at the lower of cost or market (the 
most commonly used method), (2) at cost, (3) at less than the 
lower of cost or market, (4) at market, and other methods 

The fixed assets, such as plant and equipment, present a more 
difficult problem. These assets, accountants have agreed, should 
not be measured by a periodic appraisal, since, particularly in 
large-scale enterprises, the task would be too great and the con- 
clusions would be doubtful, omng to changes m prices and in the 
psychological attitude of the appraisef' Accordingly, certain con- 
ventional methods for making the allocation between asset and 
expense have also been devised for this type of asset. These are 
the depreciation methods, with which all versed m accounting are 
familiar The amount of the allocated depreciation is an expense 
and is deducted from levenue, the net stated amount or hook value 
of the asset to which it apphes being reduced by the same amount 
m the balance sheet 

The measurement of receivables is also effected by a conven- 
tional method similar to that used in the measurement of fixed 
assets. The accountant estimates the probable loss due to un- 
collectible accounts and notes, deducts this amount from the total 
receivables m the balance sheet, and reduces income accordingly 
\ 3 Postulates Accountants make various assumptions that 

implement the conventions they have adopted. One of these as- 
sumptions IS to the effect that the enterprise for which the ac- 
counting IS performed will continue in business. This assumption 
IS unavoidable, smee the only alternative would be to assume that 
the enterprise is to be liquidated, which is untenable if the man- 
agement has shown no intention to liquidate The assets are thus 
stated on what is known as the gomg-concern basis. This assump- 
tion IS usually referred to as ffie -permanency postulate l 

The going-concern basis is that of cost less any accumulated 
depreciation On the hqmdation basis, the accountant would have 
to depart from the cost basis and state the assets at what they 
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would realize if sold The sumfa that could be realized in liquidation 
would usually be less than the book value, and some assets, such 
as oiganization expense, would have no icalizable value 

Another postulate, known as the monetary postulate, is the 
tacit assumption, contrary to fact, that the value of money, that 
IS, its purchasing power, is constant fThe accountant records all 
transactions in terms of their dollai amounts and makes no dis- 
tinction among those of various years For example, one asset 
may have been acquired in 1939, another in 1949, and still another 
in 1959, and, although the purchasing power of the dollar was 
different in each of these years, the accountant does not distin- 
guish among the recoided dollars of cost but adds them together 
to reach a total 

With respect to the deteimmation of revenue, theie is a pos- 
tulate to the effect that the entire revenue from a sale is earned at 
the moment the sale takes place, even though a considerable 
amount of time may have been required to pioduce the item sold 
|as explained on page 16^ This is an assumption made for con- 
venience, although it would seem more logical to acciue the in- 
come during production. This assumption is known as the reakza- 
hon postulate 

Thus, the dollar amounts of assets m the balance sheet and 
the amount of net income or loss m the income statement are 
produced by certain conventional methods, implemented by var- 
ious postulates, which accountants in the course of time have 
developed These stated dollar amounts do not provide precise 
measurement of the financial statement items and do not nec- 
essarily bear any relation to the maiket value of the assets of the 
business or the price at which they could be replaced 

Personal judgments Although the procedure for stating 
how much of a particulai expenditure is to be assigned to revenue 
and how much is to be earned forward as an asset is governed by 
established conventions and postulates which have become stand- 
ard accounting practice, the application of these conventions and 
postulates depends on the peisonal judgment of the accountant 
For example, in applying the "cost or maiket, whichever is lower” 
mle to th^ measurement of the inventoiy, the accountant will 
have to use his judgment m selectmg the most satisfactory method 
of computing the “cost” m a particular case There aie various 
methods (1) first-m, first-out, (2) last-in, first-out, (3) average 
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cost, (4) standard cost, (5) base stock, and so forth The use of 
each of these methods -would result in a cost of goods sold in the 
income statement and an inventory in the balance sheet different 
fiom the lesult by any of the other methods Also, there are differ- 
ent procedures -with respect to such items as cash discounts on 
mateiials pui chased, which may be tieated as a reduction in the 
cost of the materials or as a form of income 

The procedure of allowmg for bad debts depends entirely on 
judgment, based perhaps on past experience Judgment must also 
be exercised in the selection of the method to be used in the de- 
preciation of fixed assets Let it be supposed, for example, that the 
depi eciation of a machine is to be recoi ded The accountant might 
, select the straight-lme method, the fixed percentage of diminishing 
value method, the method by which depreciation is based on the 
output of the product oi the number of hours of operation, oi 
peihaps the lecently accepted sum-of -the-years’ -digits method All 
methods have as their objective the apportionment of the cost 
of the asset against revenue and, thus, the writing off of the asset 
on the books when its useful hfe has ended, but the various meth- 
ods use diffeient routes to this objective 

The rate of depreciation to be used is also on a conventional 
basis, to a large extent predetermined by income tax regulations, 
but judgment is required in the matter of classifying the various 
assets into proper categories. This is, to be sure, an engineering 
rather than an accounting problem, but it neveitheless depends on 
judgment The engineer’s judgment as to the classification of the 
asset, coupled with the accountant’s judgment as to the method 
of apportioning the depreciation expense ovei the hfe of the asset, 
materially affects the stated net dollar amount of the asset as of a 
balance sheet date and the amount of net income of a business 
for a fiscal peiiod. 

Whether a certain expenditure is a capital oi a revenue ex- 
penditure must also be decided. The distinction accepted by ac- 
countants IS that expenditures for the purpose of impioving an 
asset or materially mcreasmg its usefulness are to be considered 
capital expenditures and thus debited to the asset account On 
the other hand, expenditures made for the purpose of keeping the 
asset in proper condition, that is, repaiiing and maintaining it, 
ai e to be treated as deductions from revenue in the period in which 
they are incuried. The lule, like the “cost or market, whichevei 
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IS lower” rule, seems quite simple, but, like the latter, it is not 
so simple of application It would usually be clear that m a small 
business an expendituie of 15,000 on its building is a capital ex- 
pendituie and that a payment of $5 is a levenue expenditure 
^owever, a vast intermediate area exists in which the accountant 
'must exeicise his judgment, and his decision, one way or the other, 
j affects tlie dollar amount of the asset in the balance sheet and 
-! the amount of net income for the fiscal period ^ 

^Consistency in Accounting Pi-ocedure 

Because of the use of judgment and also because the princi- 
ples of accounting peimit the accountant in peiforrmng his work 
to select piocedures fiom among various alternatives, each of 
which would pi oduce different results in the income statement and 
the balance sheet, the statements might be regarded as unreliable 

The statements for a certain year are affected to a consid- 
erable extent by the judgment and the procedural choices of the 
accountant Opinions and procedures other than those employed 
might cause the statement data to differ materially However, it 
should be borne in mind that the judgment of the accountant is 
not arbitiary but an infoimed and prudent professional judgment. 
Also, the rules of accounting require that, having made a selection 
of procedures, the accountant must consistently follow them in 
successive periods This requirement produces statements that are 
comparable fiom year to year 

All revenue and costs must eventually be allocated to ac- 
counting peiiods, and, since the differences in pioceduies and opin- 
ions are merely diffeiences with respect to allocation to periods, 
the same over -all result will be observed if statements for a suffi- 
cient number of periods are employed In this way, what would 
appear to be a serious problem is obviated Latei chapters of this 
book will demonstiate this fact. 

In recognition of the foregoing, the standard form of audit 
report used by ceitified public accountants states that the gen- 
erally accepted accounting principles with which the accountant 
has done his woik have been applied on a basis consistent with 
that of the preceding year If a change in piocedure should be 
made, the accountant is reqmred to describe it in his repoit and 
to state the diffeience caused by the change An illustiation of 
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this IS afforded by the switch in inventory procedure from FIFO 
to LIFO made by many businesses some years ago. 

Generally Accepted Accounting Principles 

The certified pubhc accountant is requiied to do his work in 
accordance with “geneially accepted accounting principles” and 
to state that he has done so in his report. This phrase has reference 
to such piinciples as aie more or less closely adhered to by the 
best accounting practice These prmciples are, like the British 
Constitution, not embodied in any one code or authontative book 
of regulations, but all persons trained in accounting are familiai 
with them They consist of such prmciples as, for example, that 
unrealized piofits should not be included in earnings and that 
expenses incuired but unpaid should be included among the lia- 
bilities Howevei, there exist ditterences of opinion in the profes- 
sion with respect to vaiious phases of accounting procedure. This 
IS to be expected because of the complex nature of the work, which 
requires judgment and thus is difficult of performance according 
to rigid rules and legulations. 

In order to develop a higher degree of unifoimity in account- 
ing proeeduie, a consideiable number of accountants have in re- 
cent years devoted themselves to the work of clarifying and, to 
a ceitam extent, of standardizing the principles of good accounting 
practice, and considerable progress has been made ^ 

Financial Position 

In the standard form of audit report, the certified public 
accountant further states that in his opinion the statements “pie- 
sent fairly the financial position” of the enterprise In times past 
the word condition was used, but this has been superseded by the 

‘ This IS well represented by 

T H Sanders, H R Hatfield, and U A Mooio, A Statement of Accounlinij 
Principles New York Americaa Institute of Ceitified Public Accountants, 1938 
W A Paton and A C lAlMoion, An Tnlioduclion to Corporate Accounting Stand- 
ards Amei loan Accounting Association, 1940 

American Accounting Association, Accounting and Reporting Slandauk for Cor- 
porate Financial Statements, 4th ed , 1957 

A C liMl&tan, Stiuclure of Accounting Theory Ameiican Accounting Associa- 
tion, 1953 

American Institute of Certified Pubhc Accountants, Accounting Research JSul- 
leiins Issued by the Committee on Accountmg Piocedure 1939 to date 
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word posihon The word condition gives the impression that the 
statements show all pertinent facts with respect to the relation 
of the enterprise to the business world But this is not so The 
data contained in the statements aie limited to what is contained 
in the accounts 

There are innumerable factors that have a beaiing on the 
financial condition of a business but which are not usually reflected 
in the accounts Some of them aie not measurable m terms of 
money Among these aie the contingent assets and contingent 
liabilities The contingent assets aie usually dependent on some 
future event They include claims for infringement of patent lights 
01 breach of contract, claims foi tax refunds, judgments which 
may be awaided, and assets which have been wiitten off but which 
have some prospect of becormng valuable. Contmgent liabilities ex- 
ist m connection with commercial paper, guarantees, warianties, 
purchase and construction commitments, prior-year taxes, law- 
suits pending against the enterpiise, and subsidiaiy indebtedness 

Also, there are many additional factois, such as unfilled or- 
ders of customeis, technical problems m an industry, market con- 
ditions, taxation and tariff pioblems, the public’s demand for com- 
modities, and the ability of the management These are quite 
unmeasurable but still have an important bearing on the condition 
of a business 

In recognition of the foregoing, it has become customary to 
give information regarding such matters in notes appended to the 
financial statements The importance of these notes is usually em- 
phasized by calling attention to the fact that they should be con- 
sidered an integral part of the statements 

Limilalions of the Financial Slatements 

:: — 

The discussion of dhe mature of the financial statements de- 
velops, as a corollary, an appreciation of then limitations Four 
important facts with respect to the hmitations of the statements 

(f) Precision of the financial statement data is impossible, 
because the statements deal with matters that cannot be stated 
precisely. The data are produced by conventional procedures de- 
veloped by the accounting profession through many yeais of ex- 
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penence, implemented by various postulates or assumptions, and 
applied by judgment 

(2) The statements do not show the hnancial condition of a 
business, since there are usually many factois which aie not part 
of the financial statement data that have an impoitant beaiing 
on financial condition Rathei, the statements show the position 
of the financial accounting foi a business 

(3) The assets shown m a balance sheet are largely unexpired 
01 unamortized costs The balance sheet does not usually show 
the maiket value of assets From this it follows that the balance 
sheet does not show what a business is woith, that is, what might 
be obtained for it if it were sold. 

(4) The net income shown in the income statement is not 
absolute but relative, dependent as it is on the particular conven- 
tional procedures used in its accounting by the entei prise foi 
which the statement is compiled, these piocedures having been 
selected fiom among vaiious alternatives 

A Common Fallacy 

The need for an undei standing of the natuie and limitations 
of the financial statements becomes apparent when it is observed 
that those unfamiliar with accounting are quite naturally inclined 
to assume that a balance sheet is a factual statement showing what 
the assets aic worth and, so, the worth of the business as a whole 
aftei the deduction of the habilities This opinion has undoubtedly 
been encouraged in the past by descriptions of the balance sheet 
given m elementary textbooks on accounting to the effect that it is 
an instantaneous pictuie of a business at a certain moment, as at 
the close of business on December 31 of a given year 

The fallacy m regard to the dollar amounts shown in the 
balance sheet siimlaily attaches to the income statement m the 
foi m of a belief that this statement piovides an absolute measure 
of earnings Such an impression is heightened by the fact that the 
figuies have the appearance, when they are carried out to the cent, 
of pioviding a piecise measure of earnings However, those who 
are versed m accounting know that the income statement is not 
a precise statement of eainings and that the appeal ance of pre- 
cision m cairymg figures out to the cent is merely a result of the 
requirements of double-entry bookkeepmg 
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Accounting and Mathematics 

Upon looking at the financial statements and observing that 
they contain many numbers, those untiamed m accounting nat- 
urally associate it with mathematics Mathematics is the most 
precise of all the sciences, m fact, it is the ideal science in that it 
deals, for instance, with such matters as fines that have no width 
and points without dimensions Accounting, m contrast to this, 
since it operates on a series of conventions and postulates applied 
by the exeicise of judgment, as has been shown, arrives at con- 
clusions which are largely opimons lather than facts The unfoi- 
tunate asciibing of the attributes of mathematics to accounting 
IS the cause of many of the mistaken notions about accounting 

False Financial Statements 

No definite method exists whereby the analyst may discover 
false figures in a financial statement, except that m cases where the 
amounts shown are unreasonable, his suspicions may be aroused 
The best safeguard against fraudulent statements is the opinion 
of an independent ceitified pubhc accountant, but even this will 
not completely eliminate the possibihty of fiaudulent figures The 
public accountant’s lesponsibility is to exercise the customary de- 
gree of caie and skill of a member of his profession He is not a 
detective, and, when there is nothing to arouse his suspicions, he 
IS not expected to suspect fraud It should also be remembered 
that the auditor does not state that the statements are absolutely 
correct, but that in his opinion they fairly present the position of 
the client. It is interesting to note that it was held m a New Yoik 
case that, although a fiim suffered loss through a trusted em- 
ployee’s fraud concealed by falsification of the books, it was not 
entitled to recover fiom the auditor, because of its negligence in 
not properly supervising its employee ^ 

The best protection against fraudulent statements is piob- 
ably the law ® In most states it is a crime to obtain property on a 
false financial statement, while in others it is a crime to issue a 

^ Ciaig et 111 V Anyon et al , 212 App Div 55 

2 For a detailed discussion see A E Pixel, False Financial Statements, 2nd ed 
Albany, N Y Matthew Bender & Co Inc , 1934 
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false statement In some states the matter comes under a “false 
pretense” statute Under these various statutes it usually must 
be established (1) that the accused represented good financial 
standing in order to obtain credit, (2) that the representation was 
mateiially false, (3) that the maker of the statement had fiaud- 
ulent and/or felonious intent, (4) that the creditor lelied on the 
statement, and (5) that the said creditor suffered loss by such 
reliance 

Cases have been piosecuted under the Federal statute against 
the use of the mails to defraud * To obtain an indictment under 
this statute, it must be shown that the financial statement was 
placed m a post office oi postbox to be sent through the mails, 
and also that a scheme to obtain money oi property by false lepre- 
sentations existed In order to insure protection under the Federal 
statute, the National Association of Ciedit Men has devised a 
form foi financial statements which when folded becomes an en- 
velope, so that the evidence in regaid to the use of the mails 
appears directly on the statement. 


* U S Criminal Code, Section 215, U S Revised Statutes, Section 6480 
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Measurement and Interpretation 


Measurement in Accounlmg 

In most fields of human activity there is need for a standard 
of quantitative measurement There are measures of distance, 
time, energy, size, quantity, weight, and so forth. Without such 
measures it would be impossible to make estimates and compar- 
isons In accounting, the unit of measure is the monetary unit of 
the country in which the accounting is performed — m the United 
States, the dollar 

Some of the records used by the accountant, such as inven- 
tories, contain data in teims of pounds, quarts, feet, cubic centi- 
meters, squaie yaids, i earns, oi cords, but these measuiemonts 
are translated, for the pui poses of accounting, into dollar meas- 
urements by the application of prices The foimal entries for tians- 
actions m the books, which are subsequently leflectcd in the 
financial statements, are thus in teims of monetary units 

The balance sheet purports to measuie the assets, the habil- 
ities, and the capital as of a ceitam date and the income statement, 
the net income for a certain period of time These measurements, 
it must be understood, are on conventional bases the balance 
sheet items are to a large extent historical lecords of prices at 
which transactions have taken place m the past, the income state- 
ment items aie the result of the process of revenue and cost allo- 
cation The earnings measurement is usually more useful as a basis 
for an opinion about a business than the measuiement of the pro- 
prietary equity, particularly because of the difficulty of asset 
measuiement 

In times past, statement analysis concerned itself largely with 
the balance sheet, undoubtedly because mcome statements were 
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not readily available in the business woi Id The income statement 
was legarded as a supplement to the balance sheet, piovidmg in- 
foimation with respect to the causes of the changes in capital 
between successive balance-sheet dates However, in more recent 
times income statements have become legularly available m both 
the investment and the ciedit fields, and, in appreciation of its 
importance, emphasis has veered from the balance sheet to the 
income statement Because it is now legarded as the piimary 
function of accounting to account for performance m teims of net 
income lather than to measuie the status of the investment, bal- 
ance sheets are looked upon as complementary statements cre- 
ating a link between successive mcome statements. 

Value 

The uninformed naturally assume that the stated amounts 
of the assets aie then “values ” This has been the cause of con- 
siderable misunderstanding with respect to the balance sheet in 
the past The word value as used in common parlance with respect 
to a ceitain object usually has reference to the maiket price of 
that object, that is, the number of dollars that could be obtained 
for it in exchange for money. In fact, one of the functions of money 
is that of acting as a measure of value 

The Committee on Terminology of the American Institute of 
Certified Public Accountants has given the following definition 
of value for accounting purposes ^ 

Value As used in accounts signifies the amount at which an item 
is stated, in accoidance with the accounting rules or piinciples relating 
to that item Generally book oi balance-sheet values (using the word 
“value” in this sense) represent cost to the accounting unit oi some 
modification thereof, but sometimes they are determined in other ways, 
as for instance on the basis of maiket values oi cost of replacement, in 
which cases the basis should be indicated in financial statements 

Thus the accounting value of an item may be defined as a 
measurement, m terms of dollar units, in accordance with the rules 
of accounting apphcable to the item measmed 

The problem of measurement in terms of money is a leading 
one in economics as well as m accounting. When m 1776 Adam 
Smith wi ote The Wealth of Nations, he made a distinction between 
1 Accounting Research Bulletin No 9, page 85 
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“value m use” and “value in exchange” — that is, between the 
value of an object to its owner using it and its value in the market 
The fixed assets provide an illustiation of the first kind of value 
These assets are used in the business and aie stated by the ac- 
countant at their cost less depreciation to date, the difleience 
being their “going-concern value” to the business The merchan- 
dise mventoiy affords an illustration of “value in exchange,” for 
the accountant commonly states the inventory with lefeience fco 
pi evading market prices 

Many bases for the valuation of property are used in modern 
business — in fact, many more than Adam Smith conceived of A 
building owned by a business may, for example, have many dif- 
ferent “values” an accounting or “going-concern” or “book” 
value, an assessed value for tax purposes, a market value in the 
real estate market, a “replacement” value or cost of repioduction, 
and, if it is owned by a public utility company, a value for 
late-making purposes Each of these values might be different 
fiom the others. 

Thus, the measurement of a given asset in terms of monev 
will depend on the purpose of the measurement, so that, if the 
word value is used, it should be qualified by an adjective to indi- 
cate the purpose of the valuation Accordingly, there is a “book 
value,” a “maiket value,” a “replacement value,” an “assessed 
value,” and so forth. There is no such thing as absolute value 

Valuation 

The word valuation is used in accounting to mdicate the act 
of assigning dollar amounts to the various items of the balance 
sheet Because the use of this woid is apt to be confused with 
appraisement, many accountants prefer to use the term measure- 
ment, as in the foiegomg discussion It should be borne in mind 
that it IS not the function of the accountant as such to appraise 
property. 

Measurement in the Social Sciences 

Let it be supposed that a man having experienced a pain goes 
to Di Smith for an examination, and, as a lesult of his diagnosis, 
the doctor recommends an immediate operation Fuither, let it 
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be assumed that the man, not satisfied with one diagnosis, consults 
Dr Jones, w’ho advises medication lather than an operation 
Should either Dr Smith oi Dr Jones be considered incompetent‘s 
Not at all. Each has exeicised his piofessional judgment, and the 
fact that each has given different advice does not disturb one, 
because medicine is a field in which an absolute decision is often 
not possible 

Turning to law, let it be supposed that a case is aigued in 
court and that the decision is in favoi of the plaintiff The de- 
fendant takes the case to a higher couit and the decision is re- 
versed And perhaps the case may finally reach the Supreme Court 
of the United States and five of the justices are of one opinion and 
four of another Does one consider this strange‘s No Law is a 
field in which the decision must rest on the exercise of professional 
judgment 

As with medicine and law, so it is with accounting The con- 
clusions of accounting are the professional opimons of the account- 
ant Thus the accounting processes are akin to those of medicine 
and law rather than to those of physics and chemistry, in which 
fields measurements may be made with a high degree of precision. 
Measurement is difficult not only in accounting, medicine, and 
law, but also in economics and all of the so-called social sciences 

Measurement in Economics 

In the writings of econonusts one finds analyses of economic 
problems conducted in terms of (1) money, (2) commodities, (3) 
psychic reactions, and (4) welfare. The subject of wages might be 
taken as an example Sometimes wages are discussed in terms of 
the numbei of dollais per day, or week, or month leceived by the 
woikei The mere statement of the number of dollars earned is a 
lather supeificial treatment of the problem, however, for the 
workei is not interested m hoarding the dollars he leceives, he 
works to get dollars so that he will be able to obtain commodities 
Therefore, economists who want to get a more accurate picture 
of the worker’s earmngs attempt to go deeper and, by studying 
the purchasing power of the dollars received, interpret his earmngs 
in teims of purchasing power, which the econoimst calls “leal 
wages ” 

Many economists have sought to go still deeper into the mat- 
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ter The workman wants commodities, not for their own sake, but 
for the psychic satisfactions they bestow A more fundamental 
analysis can be made by a study of the pleasures or satisfactions 
which the woiker derives from the commodities he purchases with 
the dollais he earns. The desire to obtain satisfactions from the 
consumption of commodities is one of the strongest forces under- 
lying economic behavior Some economists have gone deeper still 
and discussed the problem from the broad point of view of the 
community as a whole in terms of welfare, considering welfare 
as the ultimate goal of all economic activity 

It IS usually not feasible to measure directly the forces under- 
lying economic behavior That is why the woik of those econo- 
mists who have tried to analyze the “real foices” of economic 
behavior in the form of psychic leactions or of welfare appeals to 
scholars today as unscientific When economists carry on then 
discussions m these terms, they have no satisfactory basis for 
measurement The money level and commodities level of analysis 
appear to be the only ones on which measurement is feasible, 
although it would be preferable to go beneath these superficial 
levels if that were piacticable 

The Dollar a Poor Unit of Measurement 

Accounting does not concern itself with social welfare or with 
psychic leactions , it uses umts of commodities only m a secondary 
role It knows but one common denoimnator — ^m the United 
States, dollars and cents. The dollar, however, is an extremely 
poor umt of measurement because its value or purchasing power 
IS continually changing The problem is similar to the economist’s 
problem of wages the nominal income of a busmess enterpiise is 
no more indicative of its “real” earmngs than the nominal wages 
of a workman are of his “real” wages. 

Accounting Mechanics versus Economic Interpretation 

The monetary postulate says, the value that each dollar en- 
tered in the books had at the time the transaction it records took 
place is exactly the same as that of all the other dollars entered 
in the books. This postulate leads to fallacious conclusions in 
interpretation. 
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For example, let it be assumed that the income statement of a 
ceitam business shows a net income foi 1967 of 1100,000 and that 
its income statement foi 1940 shows a net income of $50,000 
Fiom a mechanical comparison it might be said that the net in- 
come has increased 100 per cent, but in terms of “real” income 
the opinion that the income for 1957 and 1940 weie equal would 
probably be neaier the truth because of the change m the pur- 
chasing power of money between 1940 and 1957 

As an example of balance sheet comparison of an earlier pe- 
riod, suppose that Company X constructed its plant duiing 1929 
at a cost of 1200,000 and, furthei, that Company Y constiucted 
its plant, which is exactly hke that of Company X, in 1933 at a 
cost of only $100,000 because of the change in the pi ice level 
From a mechanical compaiison of the balance sheets of the two 
companies, it might be concluded that the plant of Company X is 
twice the size of that of Company Y, or at least twice as valuable, 
but the fact is that they are alike Thus the purchasing power of 
money at the time of acquisition of propeities materially affects 
their stated dollai amount m the balance sheet 

The fact that an unstable measuiing unit is used in account- 
ing poses the gieatest impediment to interpretation of its results 
as found in the financial statements 

Measurement of Fixed Assets 

The historical cost basis on which the fixed assets are meas- 
uied does not provide a satisfactory basis foi the measuiement of 
the financial condition of a business subsequent to the acquisition 
of such assets The money is “sunlc” and might as well be for- 
gotten During the depression years of the 1930’s, to use an extreme 
illusti ation, large asset values often disappeared, specialized plants 
built at gieat cost and of use only for the pui poses for which they 
were constructed were saciificed at sciap values because of lack 
of demand for their products The replacement cost of fixed assets 
IS of very little interest if replacement is not immediately con- 
templated, and what they would reahze in hquidation is of no 
importance if it is intended to continue the business Assets are 
purchased and used m a busmess for the purpose of earning in- 
come, and their value to the business as a going concern depends 
on their eaimng power But obviously it is not feasible for the 
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accountant to measuie the assets in accoi dance with the fluctu- 
ation of earnings For this leason the conventional methods of 
measurement that have been adopted aie the only feasible ones. 


Individualistic Nature of Financial Statement Data 

Since the accountant in peiformmg the various phases of his 
work may select any one of several acceptable procedures, the 
statement data indicate the result of operations and the status 
of the investment in the business computed on the basis of the 
proceduics selected If other alternative procedures had been se- 
lected, the figuies in the statements would be diffeient 

Financial statement figures aie thus not absolute, but rela- 
tive they are dependent upon the accounting procedures selected 
The figuies of a ceitam business for a given year may be com- 
pared with similai figuies of that business for another ycai only 
if the accounting was pei formed on the same basis duiing both 
yeais Foi this reason the accountant is required to follow con- 
sistently the same procedures fiom yeai to year, and any signif- 
icant deviation in procedure must be reported Because there aie 
usually many differences in the accounting procedures used by 
different entei puses, then statements may be compared only with 
the greatest caution. Accounting data generally have significance 
only with respect to the individual enterprise in the statements 
of which they appear 

It should also be remembered in this connection that the 
statement figuies are dependent not only upon the accounting 
proceduies employed but also upon what the purchasing power of 
money was at the time the transactions they reflect took place 
This statement applies particularly to the acquisition of property, 
plant, and equipment 

Misuse of Financial Slatemenl Data 

Those who do not understand the nature of the accounting 
figures usually assume that the data are absolute For example, 
studies of working capital are sometimes made in a manner which 
indicates the belief that it is an absolute mcasme The indicated 
working capital of a business, however, depends to a large extent 
upon the method of treating the inventory It is also affected by 
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the inclusion or non-inclusion of such items as prepaid expenses, 
some enterprises including them m the current assets and otheis 
placing them with the defeired chaiges For these reasons it is 
evident that the indicated woiking capital of one business may 
not be comparable with that of anothei Obviously, the compu- 
tation of the aveiage working capital of groups of companies may 
lead to eiioneous conclusions 

The comparison of the stated dollai amounts of the plant, 
property, and equipment of different companies also has no valid- 
ity unless the properties of the companies compared were acquired 
at the same price level, a situation which is hardly to be found 

Accounting data ai e compiled for individual business entities, 
not for the economy as a whole. The figures of one enterprise 
may be compared with those compiled for another only with great 
caie The combination of the financial statement data of diffeient 
enterprises for statistical studies is usually unsatisfactory 

The Problem of Inlerpietation 

The analysis and interpretation of the financial statements of 
a business entei prise usually has as its objective the formation of 
an opinion with i espect to the financial condition of that enter- 
prise, that IS, with respect to the status of that business in the 
econoimc world An opimon with respect to financial condition 
usually cannot be obtamed by an inspection of the financial state- 
ments, since they show merely the position of the financial ac- 
counting of the business in the realm of accounting conventions. 
It IS necessary to base the opinion on economic facts Thus, the 
problem of the interpretation of the financial statements is that of the 
utilization of the accounting data as a starting point for the discovery 
of economic facts about a business How this may be done is demon- 
strated m later chapters of this book. 
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Price-Level Adjustment 


Accountants have for many years given serious consideration 
to the pioblem of how to overcome the difficulty in the interpre- 
tation of financial statements caused by the instability of the 
measuring unit used m accounting, m the United States the 
dollai The solutions proposed may be divided into two classes 
(1) to adjust the accounting lecoids to show changes in the pur- 
chasing power of the dollar, and (2) to continue adherence to the 
traditional proceduie but to supplement the customary financial 
statements with data stated in cm rent dollars It is generally 
agreed that for price-level adjustment the purchasing powei of 
the dollar is to be measuied by index numbers such as are com- 
piled by the United States Buieau of Labor Statistics and other 
organizations 


Adjustment of the Accounts to the Pi ice Level 

Some of the proponents of price-level adjustment of the ac- 
counts have suggested the use of a specific index for each type 
buildings, machinery, furmture and fixtuies, mventoiies, labor, 
selling expenses, and so foith This would be, to a considerable 
extent, the equivalent of adjustment to replacement cost ^ Otheis 
have indicated their prefeienec for the use of an index of the 
general pnee level to be applied to all accounts ^ 

1 A description of the use of specific indexes foi the ad|ustment of the accounts 
of an actual business, that of N V Philips’ Gloeilampeirfabiieke, in the Netherlands, 
IS given in A Goudeket, “An Application of Replacement Value Theoiy,” The 
Journal of Accountancy, July, 1960, Vol 110, pages 37-47 

“ The use ol an index of the general piite level in account adjustment is de- 
scribed 111 Max I Epps, “Realistic Accountmg under South Ameiican Inflation,” 
The Journal of Accountancy, Januaiy, 1961, Vol 111, pages 67-73 
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The adjustment of the accounts in accordance with changes 
m the purchasing power of the monetaiy unit in which they aie 
stated would be a depaiture from the tiaditional cost basis Al- 
though accountants do not, as is sometimes alleged, regard the 
cost basis as sacred, they naturally hesitate to abandon it without 
the certainty that the basis that is to supeisede it is preferable 
At the time of this writing no suggested procedure for the adjust- 
ment of the accounts has met with any reasonable degree of 
appi oval 

Depieciation and the Price Level 

Some accountants regard the contemporary problem of the 
puce level as primarily concerned with dcpieciation charges 
They hold that since the determination of the net income for a 
certain year is the central feature of accounting, the most im- 
portant application of price-level adjustment is with respect to 
depreciation. They point out that in most other respects the con- 
temporaiy income statement reasonably reflects current prices 
the sales and the selling, general, and administrative expenses 
are more or less on the price level of the year under review, as is 
also the cost of sales when the LIFO method is used If the 
depreciation charges were put on the replacement cost basis, they 
would be on a basis similar to that of the LIFO inventory 
Under the replacement cost procedure the fixed assets would be 
adjusted to “real” or “economic values” m the balance sheet 
and the income statement would show “economic depreciation 

A further argument in favor of “economic depreciation” is 
based on the concept that the cost of replacement of the fixed 
assets rather than their original cost is one of the costs of doing 
business since “economic capital” should be maintained, that is, 
the business should earn enough to replace its assets in condition 
for future operation. However, as was explained in Chapter 3, 
the traditional accountmg concept of depreciation is that of an 
allocation of cost to revenue Accountmg is not concerned with 
how assets aie to be replaced. This reasoning is strengthened by 
the fact that in many cases, because of technological changes, 

® A plea foi the use of “economic depreciation” is to be found in Paul Giady, 
“Economic Depieciation m Income Taxation and in Accounting,” The Journal of 
Accountancy, Apul, 1969, Vol 107, pages 5A-60 
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most of the equipment discarded is more likely than not to be 
replaced by other types of equipment 


Supplementary Financial Slalemenl Data 

Proposals foi solving the price-level pioblem m a mannei in 
which tiaditional accounting procedure is maintained and the 
financial statements supplemented by information with respect 
to price-level changes appears moie acceptable to accountants 
than methods wheieby such information would be included in 
the accounts. The following suggestions have been made m tins 
connection 

(1) That mfoimation with respect to replacement cost and 
depreciation on leplacement cost be given m notes to the financial 
statements 

(2) That supplementary financial statements be prepared in 
which all items aie restated in terms of dollars of uniform pur- 
chasmg power, this to be achieved by applying index numbeis of 
general puces to the figures m the customary statements 

Adjustment by Index Numbers of the General Pi ice Level 

The pioneer work in the field of adjustment of the financial 
statements by the use of index numbers is that of Henry W 
Sweeney,^ who called the procedure developed by him “stabilized 
accounting ” Sweeney offeied thiee objections to conventional 
accounting procedure (1) Men invest in business ultimately to 
obtain consumption goods, and therefore they should be informed 
as to the status of then investment in terms of purchasing power 
over these consumption goods The usual procedure produces 
statements that do not give such information (2) The usual pro- 
cedure IS mathematically unsound, for its results are arrived at 
by methods that scramble together dollar values of different 
years, and these dollars are, because of fluctuations in purchasing 
power, different kinds of dollars Therefore, the results are like 
the addition of peais, apples, and peaches to get a total of pears 

(3) The accepted procedure is incomplete, because it does not 
account for gams and losses resulting from changes in the value 

Henry W Sweeney, Stabilized Accounting New Yoik Haiper & Bros , 1936 
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of money Sweeney accordingly proposed that the accounting 
figures as of a closing date be adjusted on the basis of the pur- 
chasing power of the dollar at that time by means of index num- 
bers of general puces 

The question with respect to the feasibility of adjusting 
financial statement data by the use of index numbers came to 
the fore after World War II because of the rapid rise m the price 
level A Study Group on Business Income was organized under 
the auspices of the American Institute of Certified Public Ac- 
countants for the purpose of making “a survey and a histoiical 
study of the uses of the woid 'income’ and terms associated 
therewith in accounting and in business, economic, and political 
fields.” The Group published the results of its findings m 1952 ^ 

One of the problems considered by the Study Group on 
Business Income was, "What changes m practice are called foi 
where the assumption of reasonable stability of the monetaiy 
unit IS regarded as unwarranted?” The Group came to the con- 
clusion, “It is beheved that statements of business income m 
which revenues and charges against revenue would be stated in 
units of substantially the same purchasing power would be sig- 
mficant and useful for many of the purposes for which income 
determinations are commonly used, if not also in repoits upon 
stewardship.”® 

In 1955, under the auspices of the American Accounting 
Association, Ralph Coughenour Jones published a study in the 
price-level adjustment of the statements of four companies 
New York Telephone Company, Armstrong Coik Company, 
The Reece Corporation, and Sargent and Company ’’ The study 
was intended to demonstrate (1) how supplementary financial 
statements expressed m "constant- value umts” might be prepared 
and (2) how such supplementary statements might be compared 
with conventional financial statements "in order to measure the 
effect of inflation,” and (3) to give those mteiested some basis 
for judging the need for such supplementary statements. 

The work of the Study Group on Business Income was con- 
cerned primarily with income determination of a business enter- 

® Changing Concepts of Business Income, Report ot Study Group on Business 
Income New York The Macmillan Company, 1952 

' Ihid , page 106 

' Ralph Coughenour Jones, Price Level Changes and Financial Statements, Case 
Studies of Four Companies American Accounting Association, 1966 
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prise in a given year, that of Jones, with the bioader problem, of 
the restatement of both the income statement and the balance 
sheet in dollars of iimfoim purchasing power and the compaiison 
of the results of successive years in such "constant-value units ’’ 


The Price-Level Adjustment Technique 

The objective of price-level adjustment of the financial state- 
ments IS to obtain comparability of the data by stating the items 
m units of uniform pin chasing power The technique consists of 
two phases 

(1) The conversion of all items in each statement in terms 
of the pui chasing power of the dollar at the end of the year in 
order to obtain comparability of the data of that year 

(2) The conversion of all items in comparative statements 
in teims of the purchasing power of the dollar at the end of the 
last yeai in older to obtain comparability of the data of more 
than one year 

Price-level conversion of more than one statement may be 
made into the dollar at the end of the first year, the last year, or 
any year in a series of yeais However, conversion into the dollar 
at the end of the last year is preferable, because the last year is 
of greatest interest to those concerned 

The following compaiative statements for 1958 and 1959 of 
The A Corporation, a hypothetical merchandising business, illus- 
tiated in Figuies 1 and 2, will be used to demonstrate how price- 
level adjustment may be performed The Consumer Price Index 
of the United States Bureau of Laboi Statistics will be used ® 

The base date to be used foi the convex sion of The A Cor- 
poration’s comparative statements is, accordingly, December 31, 
1959. It is assumed that the purchasing power of the dollar on 
that date was 1 00. Thus, the purchasing power of the dollar on 
any other date or for any period is 126 5 (the index for Decem- 
bei, 1959) divided by the mdox for the date or period under 
consideration For example, the average index for 1957 was 120.2 
Therefore, the average purchasing power of the 1957 dollar in 

8 The method here used is substantially that outlined m Perry Mason, Pnce- 
Level Changes and FiTiancial Slatemenis, Basic Concepts and Methods American 
Accounting Association, 1966 
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THE A CORPORATION 
Comparative Balance Sheet 
Decembci 31, 1958 and 1959 
(As reported) 

Inciease 


Assets 

1059 

1958 

Decrease* 






Ounent Assets 

Cash 

$ 395,000 

S 237,000 
100,000 

1 

158,000 

Mailcetable secuiities (at cost) 

150,000 


50,000 

Accounts 1 eoeivablo (less estimated 

uncollectibles) 

197,000 

159,000 


38,000 

Meichandise iriventoiy (on FIFO ba'izs a.t 

the lower of cost oi market) 

278,000 

252,000 


26,000 

Prepaid expenses 

8,000 

6,000 


3,000 

Total eunent assets 

$1,028,000 

$ 753,000 

1 

275,000 

Property and Equipment 

Land 

$ 200,000 

$ 200,000 

1 

— 

Building 

1,250,000 

1,260,000 


— 

Equipment 

1,454,000 

1,318,000 


136,000 

Total cost of pioperty and equipment 

$2,904,000 

$2,768,000 

F 

136,000 

Leas Accumulated depieciation 

Building 

% 75,000 

$ 50,000 

$ 

25,000 

Equipment 

182,000 

109 000 


73,000 

Total accumulated depreciation 

$ 267,000 

$ 159,000 

F 

98,000 

Net pioperty and equipment 

$2,647,000 

$2,609,000 

$ 

38,000 


$3,675,000 

$3,362,000 

$ 

313,000 

Liabihlies and Capital 

Curient Liabilities 

Accounts payable 

$ 375,000 

$ 328,000 

$ 

47,000 

Accrued expenses 

3,000 

2,000 


1,000 

Total current liabilities 

$ 378,000 

S 330,000 

F 

48,000 

Long-term Debt 

Moitgage payable, due Januaij 1, 1062 

$ 100,000 

$ 100,000 

i. 

— 

Capital Stock 

Common stock (Par, $100) 

$3,000,000 

$2,800,000 

$ 

200,000 

Retained Earnings 

197,000 

132,000 


66,000 

Stockholdeis’ equity 

$3,197,000 

$2,932,000 

F 

266,000 


$3,675,000 

$3,362,000 

£ 

313,000 


Fig 
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terms of the December, 1959 dollar was 125 5 — 120 2, or 1 044 
Conversion is perfoimed by multiplying each amount to be 
converted by the purchasing power of the dollar on the date or 
foi the pciiod on this basis This is the conversion facto? 

The index numbers required for the conversion of The A 
Corporation’s statements are given below, together with the con- 
veision factor foi each date or period 


Date 
Average, 1957 
Aveiage, Oct -Deo , 1957 
AveiagP, 1958 
Aveiage, Oct -Dec, 1958 
December, 1958 


Average, 1957 
Average, Oct -Dec , 1957 
December, 1957 
Aveiage, J958 
Aveiage, 0( t -Dec , 1968 
December, 1958 
Average, 1959 
Aveiage, Oct -Dee , 1959 
Decembei, 1959 


Index Conveision Faotois 
1947-49 = 100 Dec 1958 == 100 


120 2 1 029 

1214 1019 

123 5 1 002 

121 8 990 

123 7 1 000 


120 2 
1214 
121 6 
123 6 
123 8 

123 7 

124 6 
126 5 

125 5 


Conversion Factors 
Dec 1959 = 100 


1044 

1034 

1032 

1010 

1014 

1015 
1007 
1000 
1000 


THE A CORPORATION 
Comparatnt Income Statement 
For Yeais Ended Decembei 31, 1958 and 1959 
(As reported) 


Sales (net) 

Le=s 

Cost of goods sold 
Depi eolation 

Otliei expenses, less othoi income 

Net income befoie fedeial income taxes 
Fedeial income taxes 

Net income for the yeai 
Dividend paid 

Balance to retained eaimngs 


Increase 


1959 

1968 

Deeioase* 

$2,588,000 

$1,838,000 

$ 

750,000 

$1,062,000 

$ 753 000 

$ 

309,000 

98.000 

91,000 


7,000 

678,000 

472 000 


206,000 

$1,838,000 

$1,316,000 

« 

522,000 

$ 750,000 

$ 522,000 

$ 

228,000 

385,000 

265,000 


120,000 

$ 366,000 

$ 267,000 

$■ 

108,000 

20,000 

300,000 

280,000 


$ 65,000 ($ 23,000) $ 

88,000 


Pig 2 
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Adjustment of the Income Statements 

Adjustment of the Income Statement for Year Ended 
December 31, 1958 

Sales Let it be assumed that information is obtained that 
the sales weie made at an even rate during the year The Index 
foi the aveiage price level foi 1958 is 123 5 The sales foi the 
year are converted to the price level of December, 1958 by using 
the conversion factor 1 002 Thus, 

11,838,000 X 1 002 = $1,811,700 

Cost of goods sold Given the meichandise inventory at Jan- 
uary 1, 1958 as $124,000, and using the merchandise inventory 
at December 31, 1958 shown in the comparative balance sheet 
as reported, the following calculation is made 


Cost of goods sold $ 753,000 

Add Moicha,ndise inventory, Decembei 31, 1058 252,000 

Total of goods sold and goods still in stock $1,005,000 

Leas Meichandise inventoiy, Januaiy 1, 1068 124,000 

Mt'U’liandise puichases duiing 1958 $ 881,000 


The turnovei of meichandise, that is, the number of times 
the stock was sold out, may now be calculated This is obtained 
by dividing the cost of goods sold by the aveiage inventory 
Using the information available, the average inventoiy is ob- 
tained by adding the initial inventory and final inventory and 
dividing by 2 Thus, 

$124,000 + $252,000 = $376,000 
$376,000 - 2 = $188,000 

Then, dividing the cost of goods sold by the average inventory, 
there is obtained the rate of turnover 

$753,000 - 188,000 = 4 times 

Since the FITO inventory method is used and the inventory 
turnover is 4 times, it will be assumed that the inventory on 
January 1, 1958 was acquired in the period October-December, 
1957, and the inventory on December 31, 1968 in the period 
October-December, 1958, at the average prices for these periods 
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Converting the figures in the calculation of the cost of goods 
sold by the various con version factors gives 

Merchandise inventory, January 1, 1058 $124,000 X 1 019 = $ 126,400 

Merchandise purchases during 1958 881,000 X 1 002 = 882,008 

$1,009,200 

Merchandise inventory, December 31, 1968 252,000 X 909 = 251,700 

Cost of goods sold (in Decembei 1958 dollars) $ 757,500 

Depreciation Given the details of the book amounts of 
property and equipment acquired m each year and the rates at 
which they are depreciated by the stiaight-lme method, the fol- 
lowing schedule is prepaied 








Annual 


Yeai 

Depre- 


Con- 


Depreciation 


Ac- 

ciation 

Book 

version 

Adjusted 


Ad- 


qmred 

Rato 

Coat 

Factor 

Cost 

Book 

justed 

Land 

1967 

— 

$ 200,000 

1029 

$ 205,800 

$ — 

$ — 

Building 

1967 

2% 

1,250,000 

1 029 

1,286,300 

26,000 

25,700 

Equipment 

1957 

5% 

862, OCO 

1 029 

887,000 

43,000 

44,300 

Equipment 

1958 

5% 

456,000 

1 002 

456,900 

23,000 

23,000 




$2,768,000 


$2,836,000 

$91,000 

$93,000 


Other expenses Assuming that the other expenses weie in- 
curred at the average price level for the year, these are converted 
to the Decembei 1958 price level by the use of the conversion 
factor 1,002 

$472,000 X 1 002 = $472,900 

Federal income tax Since the sales were made and expenses 
mcuried at an even rate throughout the year, it is reasonable to 
assume that the federal income tax acciued at the average late 
for the year. It is theiefore converted to the December 1958 price 
level by the use of the conversion factor 1 002 
$265,000 X 1 002 = $265,600 

Dividend paid Given the information that the dividend 
was paid m December, no adjustment is necessary 

The Adjusted Income Statement for Year Ended 
December 31, 1958 

The A Corporation’s adjusted income statement for year 
ended December 31, 1958, in December 1968 dollars, is shown 
m Figure 3 
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THE A CORPORATION 
Adjusted Income Statement 
For Year Ended December 31, 1958 
(In December 1958 dollars) 


Sales (net) 


$1,841,700 

Leas 



Cost of goods sold 

$757,500 


Depreciation 

93,000 


Othei expenses, less other mcome 

172,900 

1,323,400 

Net income before fedeial income taxes 


$ 518,300 

Fedoial income taxes 


265,500 

Net income foi the year 


$ 262,800 

Dividend paid 


280,000 

Balance to retained eainings 


($ 27,200) 


Fig 3. 


Adjustment of the Income Statement for Year Ended 
Decembei 31, 1959 

The procedure foi the adjustment of the 1959 income state- 
ment will be the same as that used for the adjustment of the 
1958 income statement 

Sales The sales are converted from the average pnee level 
for 1959 to that of December 1959 by the use of the conveision 
factor 1 007 Thus, 


$2,588,000 X 1 007 = $2,606,000 

Cost of goods sold Using the inventories shown in the com- 
parative balance sheet foi years ended December 31, 1958 and 
1959, the following calculation is made 


Coat of gooda sold $1,062,000 

Add Merchandise inventoiy, December 31, 1959 278,000 

Total of goods sold and goods still m stock $1,340,000 

Less Merchandise inventoiy, January 1, 1959 252,000 

Merchandise pui chases dm mg 1959 $1,088,000 


The rate of turnovei is calculated as follows 

$252,000 + $278,000 = $530,000 

$530,000 - 2 = $265,000 

$1,062,000 - $265,000 = 4 times, as in 1958 

Converting the figures m the calculation of the cost of goods 
sold by the various conversion factors gives 
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Meichandise inventory, Januaiy 1, 1950 
Merchandise purchases duiing 1959 

Merchandise inventory, Docembci 31, 1969 
Cost of goods sold (m Decembei 1959 dollars) 


$ 202,000 X 1 014 = $ 255,500 
1,088,000 X 1 007 = 1,096,600 
$1,361,100 
278,000 X 1 000 = 278,000 

$1,073,100 


Depreciation. The following schedule is prepared 



Year 

Depie- 


Con- 


Annual 


Ao- 

t lation 

Book 

version 

Adjusted 

Depi eciation 


quiieri 

Bate 

Cost 

Pactoi 

Cost 

Book 

Adjusted 








Land 

1957 

— , 

$ 200,000 

1044 

« 208,800 

$ — 

$ — 

Building 

1957 

2% 

1,250,000 

1044 

1,305,000 

25,000 

26,100 

44,000 

Equipment 

1967 

5% 

862,000 

1044 

899,900 

43,000 

Equipment 

1958 

5% 

456,000 

1016 

463,300 

23,000 

7,000 

$98,000 

23,400 

7,000 

$101,400 

Equipment 

1969 

5% 

136,000 

$2,904,000 

1007 

137,000 

$3,014,000 


Other expenses The othei expenses are converted to the 
December 1959 puce level by the use of the conversion factor 
1 007 


$678,000 X 1 007 = $682,700 

Fedeial income tax The fedeial income tax is converted to 
the December 1959 puce level by the use of the conversion factor 
1007 


$385,000 X 1 007 = $387,700 

Dividend paid The dividend is not converted since the 
mf 01 matron is given that it was paid in Decembei. 


The Adjusted Income Statement for Year Ended 
Deeember 31, 1959 

The A Corporation’s adjusted income statement for the year 
ended December 31, 1959, in December 1959 dollars, is shown in 
the first column of Figure 4 


The Adjusted Comparative Ineome Statement for 
Years Ended Deeember 31, 1958 and 1959 

To prepare the adjusted comparative income statement of 
The A Corporation for years ended December 31, 1958 and 1969, 
stated m December 1959 dollars, each item m the adjusted 1958 
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income statement is multiplied by the conversion factor 1 015 
The adjusted 1959 income statement lequires no fuither adjuat- 
ment and is placed in juxtaposition with the 1968 statement 
stated m December 1969 dollais The resulting adjusted com- 
parative income statement is shown in Figure 4 


THE A CORPORATION 
Adjusted ComparaUve Income Statement 
For Years Ended December 31, 1958 and 1959 
(In December 1959 dollars) 


Incrocisp 

1950 1958 Depiease* 

Sales (net) $2,606,000 $1,869,800 $ 7,36,700 


Less 

Cost of goods sold 
Depreciation 

Othei expenses, less other income 

Net income befoie federal income taxes 
Federal income taxes 


$1,073,100 

101,400 

682.700 
$1,857,200 
$ 748,800 

387.700 


$ 768,900 
94,400 
180,000 
$1,343,300 
$ 526,000 
269,500 


$ 304,200 
7,000 
202 700 
$ 513,900 
$ 222,800 
118,200 


Not income foi the yeai 
Dividend paid 

Balance to retained earnings 


$ .361,100 $ 

256,500 $ 

104,600 

300,000 

284,200 

15,800 

$ 61,100 ($ 

27,700) $_ 

88,800 


Fig 4 


Adjustment of the Balance Sheets 

Adjustment of the Balance Sheet, December 31, 1958 

Cash and receivables. The balances of the cash and the le- 
ceivables require no adjustment since they are stated in Decem- 
ber 1958 dollars. 

Marketable securities The marketable securities aie tempo- 
rary investments to be converted into cash when so desired. They 
are thus regarded as “near cash” and are here treated m the same 
manner as cash They are stated by The A Corporation at cost 
which IS the most common method used in stating marketable 
securities There may be a piofit or loss upon their sale but this 
can be determined only at the time of sale 

Merchandise inventory The meichandise inventory was ad- 
justed in the process of adjusting the income statement 
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Prepaid expenses Given the information that the prepaid 
expenses were incurred during the last thiee months of 1958, they 
are conveited to December 1958 dollars by using the conversion 
factor 999. 

$6,000 X 999 = $5,000 

Property and equipment The adjusted figures for pioperty 
and equipment and the accumulated depieciation thereon are 
derived from the schedule prepared for the adjustment of the 
income statement The accumulated depieciation is 

1057 $ 70,000 

1058 03 000 
$163,000 

Liabilities The liabilities are stated in December 1958 dol- 
lars and require no adjustment 

Capital stock Information is given that the corporation was 
oigamzed in 1957 and that the .‘12,800,000 capital stock was paid 
for at various dates during that year, oi m average 1957 dollais 
This amount is conveited into December 1968 dollars by use of 
the con vei Sion factoi 1 029 

$2,800,000 X 1 029 = $2,881,200 

Retained earnings The adjusted letamed earnings figure is 
the difference between the adjusted assets and the adjusted lia- 
bilities and capital stock 

The Adjusted Balance Sheet, December 31, 1958 

The A Corporation’s balance sheet as of December 31, 1958, 
stated m Decembei 1968 dollars, is shown in Figure 6 

Adjustment of the Balance Sheet, December 31, 1959 

The balances of the cash, marketable securities, leceivables, 
and liabilities are regarded as stated in December 1959 dollars 
and, therefore, are not adjusted. The following data are used in 
the adjustment of the other items 

Prepaid expenses Information is given that the prepaid 
expenses were paid foi at various times during the year. Using 
the conversion factor 1 007 gives 


$8,000 X 1 007 = $8,000 
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THE A CORPORATION 
Adjusted Balance Sheet 
Dccembei 31, 1958 
(In Dccembei 1958 dollais) 


Assets 

Cunent Assets 

Cash I 237,000 

Maiketdble securities (at cost) 100,000 

Accounts leoGivable (less estimated uncollectibles) 169,000 

Merchandise mventoiy (on FIFO basis at the lowei of 
cost or maiket) 251,700 

Pi epaid expenses 5,000 

Total cunent assets 85 762,700 


Property and Ecimpment 
Land 
Building 
Equipment 


Total cost of piopeity and equipment 
Less Accumulated depreciation 
Building 
Equipment 

Net propel ty and equipment 


$ 205,800 
1,286 300 
1,343,000 
$2,836,000 

$ 51,500 

111,500 163,000 


2,673,000 

$3,425,700 


Ltabihties and Capital 
Cunent Liabilities 
Accounts payable 
Aeciued expenses 

Total cunent liabilities 
Long-term Debt 

Mortgage payable, due Januaiy 1, 1962 
Capital Stock 
Common stock (Par, $100) 

Retained Eaimngs 

Stockholders’ equity 


I 328,000 

2,000 

$ 330,000 


100,000 


2,995,700 

$3,425,700 


Fig. 5 


Property and equipment The adjusted figures foi property 
and equipment and the accumulated depreciation theieon are 
derived from the schedule prepared for the adjustment of the 
income statement for year ended Decembei 31, 1959 The ad- 
justed accumulated depreciation at December 31, 1958 was 
$163,000. This is converted to December 1959 dollars by use of 
the conversion factor 1 015 
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‘*103,000 X 1 015 = 35165,400 

Add Adjusted depreciation for 1059 
as shown in schedule prepaied foi 
adjusted income statement 101,400 

$266,800 

Capital stock The capital stock contiibution adjusted as of 
Decembei 31, 1958 was $2,881,200 Converting this to December 
1959 dollars 


$2,881,200 X 1 015 = $2,924,400 

Add Additional stock sold in De- 
cembei 1959 and thus leqmnng 
no adjustment 200,000 

$3,124,400 


The Adjusted Balance Sheet, December 31 , 1959 

The A Corporation’s balance sheet as of December 31, 1969, 
stated m December 1959 dollais, is shown in the first column of 
Figure 6 


The Adjusted Comparative Balance Sheet, 

December 31, 1958 and 1959 

The adjusted comparative balance sheet is prepared m a 
manner similar to that of the adjusted comparative income state- 
ment Each item m the adjusted balance sheet as of Decembei 
31, 1958 is multiplied by the conversion factor 1 015 The ad- 
justed balance sheet as of December 31, 1959 leqmres no further 
adjustment The resulting adjusted comparative balance sheet 
of The A Corporation, Decembei 31, 1958 and 1959, stated m 
December 1959 dollais, is shown m Figure 6 


Comparison of Repoited and Adjusted Income Statements 

The income statements of The A Corpoiation for year ended 
Decembei 31, 1959 as leported and as adjusted m December 1959 
dollars are compared m Figure 7 The sales as adjusted are $18,000 
greater than as reported Howevei, since the adjusted deductions 
before federal income taxes are $19,200 greater than reported, 
the adjusted net income before federal mcome taxes is $1,200 less 
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THE A CORPORATION 
Adjusted Comparative Balance Sheet 
December 31, 1958 and 19S9 
(In Dccembei 1959 dollars) 




Assets 

1959 

1958 

Decrease''' 

Current Assets 




Cash 

$ 396,000 

,$ 240,600 

$ 154,400 

MaiketaWe securities (at cost) 

160,000 

101,600 

48,500 

Accounts receivable (less estimated 

uncollectibles) 

197,000 

161,100 

36,600 

Meichandise inventoiy (on FIFO basis at 

the lower of cost oi maiket) 

278,000 

255,500 

22,500 

3,000 

Piepaid e\pensea 

8,000 

5,000 

Total cuuent assets 

$1,028,000 

$ 764,000 

$ 264,000 

Piopeity and Equipment 

Land 

f 208,800 

$ 208,800 
1,305,000 

$ — 

Building 

1,305,000 

— 

Equipment 

1,500,200 

1,383,200 

137,000 

Total cost of piopeity and equipment 

$3,014,000 

$2,877,000 

$ 137,000 

Less Accumulated depreciation 

Building 

$ 78,300 

$ 52,200 

$ 26,100 

Equipment 

188,500 

113,200 

75,300 

Total accumulated depi eciation 

$ 266,800 

$ 165,400 

$ 101,400 

Net properly and equipment 

$2,747,200 

$2,711,600 

$ 35,600 


$3,775,200 

$3,475,600 

$ 299,600 




Liahihtm and Capital 

Cuirent Liabilities 

Accounts payable 

$ 375,000 

$ 332,900 

1 42,100 

Accrued expenses 

3,000 

2,000 

1,000 

Total ouirent liabilities 

$ 378,000 

$ 334,900 

$ 43,100 

Long-term Debt 

Moitgage payable, due January 1, 1962 

$ 100,000 

$ 101,500 

$ 1 500-" 

Capital Stock 

Common stock (Pai, $100) 

$3,124,400 

$2,924,400 

$ 200,000 

Retained Earnings 

172,800 

114,800 

58,000 

Stockholdois’ equity 

$3,297,200 

$3,039,200 

$ 268,000 


$3,775,200 

13,475,600 

$ 299,600 

Fig 6 


than, reported The adiusted federal income taxes exceed the re- 
ported amount by 12,700, with the result that the ad 3 usted net 
income is $8,900 less than reported The price-level ad 3 ustment 
has thus resulted in indicating the difference between the net 
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THE A CORPORATION 
Comparative Income Statement 
For Year Ended December 31, 1959 
(As reported and as adjusted in December 1959 dollars) 




Adjusted 

Decrease* 


As 

Dec* 1969 

by Ad- 


Reported 

Dollais 

justment 

Sales (net) 

S2,588,000 

$2,606,000 

118,000 

Less 




Cost of goods sold 

»1,002,000 

$1,073,100 

$11,100 

Dopi ec lation 

98,000 

101,400 

3,400 

Other expenses, less othei income 

678,000 

682,700 

4,700 


$1,838,000 

$1,857,200 

$19,200 

Net income befoie fedeial income taxes 

$ 760,000 

$ 748,800 

$ 1,200* 

Federal income taxes 

385,000 

387,700 

2,700 

Not income for the yeai 

$ 365,000 

$ 361,100 


Dividend paid 

300,000 

300,000 

— 

Balance to letained eaininga 

% 65,000 

$ 61,100 

$ 3,900* 

Fig 7 




THE A CORPORATION 



Comparative Statement of Retained Eainings 


For Year Ended Deccmbei 31, 1959 


(As leported and as adjusted ir 

1 Decembei 

1959 dollars) 




Adjusted 

Decrease 


As 

Dec**1969 

by Ad- 


Repoited 

Dollars 

justment 

Balance, December 31, 1968 

$132,000 

$114,800 

$17,200 

Add Net income foi the year 

365,000 

361,100 

3,900 


$497,000 

$475,900 

$21,100 

Less Dividend paid 

300,000 

300,000 

— 


$197,000 

$176,900 

$21,100 

Less Net loss on price level adjustment 

— 

3,100 

3,100 

Balance, Decembei 31, 1969 

$197,000 

$172,800 

$24,200 


Fig 8 


income stated in December 1959 dollars and the reported net in- 
come computed by conventional accounting methods 

Comparison of Reported and Adjusted Retained Earnings 

The balance sheet of The A Corporation on Decembei 31, 
1969, as adjusted in December 1959 dollars, shows the retained 
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earmags $24,200 less than in the balance sheet as reported This 
difference is the lesult of the adjustment of the assets and the 
capital stock as follows 

Total assets 


As adjusted (Fig 0) 

$3,775,200 


Asiepoited (Fig 1) 

3,075,000 


Diffeieiice 


$100,200 

Capital stock 

As adjusted (Fig 6) 

$3,131,400 

3,000,000 


As lepoited (Fig 1) 


Djffcienee 


124,400 

Dew ease in i etamed eai nines by puce- 

level adjustment of balance sheet 


$ 24,200 


Figure 8, in which the lepoited and adjusted retained earn- 
ings statements are compared, shows the causes of the decrease 
in letamed earnings by price-level adjustment as 

Adjustment of Decembei 31, 1958 letained cainmgs $17,200 

Adjustment of the net incomo for yeai ended Decembei 31, 1069 3,900 

Net loss on puce-level adjustment 3,100 

$24,200 

The net loss on puce-level adjustment consists of two factois 
(1) a gam of $1,000 by the adjustment of the cost of the equip- 
ment acquired during 1969 from $136,000 to $137,000 (see sched- 
ule, page 47) , (2) a net purchasing-power loss of $4,300 on the 
fixed-dollar assets and liabilities 

Gaint) and Losses on Fixed-dollar Assets and Liabilities 

The fixed-dollar oi monetary assets and liabilities consist of 
cash, claims to cash (leceivables and investments), and obliga- 
tions to pay fixed sums (habihties) Gams and losses take place 
merely by possession of such items over a peiiod of time For 
example, m a period of dechne m the pui chasing powei of the 
dollar there is a purehasing-power loss on cash held and on receiv- 
ables uncollected while, on the other hand, there is a gam on 
liabilities unpaid smee these will be paid m dollars of diminished 
pui chasing power 

The net gam oi loss on fixed-dollai assets and liabihties is 
determined by the facts given recognition and the assumptions 



55 


Puce-Leml Adjuslmenl 
made m adjusting the statements If, foi example, The A Coi- 
poration had paid four quaiterly dividends of |)75,000 during the 
year instead of one of 1300,000 at the end of the yeai, the divi- 
dends would have been adjusted by the conveision factor foi the 
aveiage 1959 price level, 1 007, thus making the dividend deduc- 
tion from retained earnings $302,100 and reducing the loss on 
price-level adjustment from $4,300 to $2,200 

Assumptions othei than that the sales were made at an even 
latc, that the rate of meichandise turnover was exactly four tunes 
and that, therefore, the inventoiies were purchased at the average 
price level of the last three months of the year, and that the 
“other expenses, less other income” were incurred at the average 
price level for the year, would produce a ditfeient net loss or per- 
haps a net gam on price-level adjustment 

The fixed-dollai assets and liabilities of The A Corporation 
on Decembei 31, 1958 as leported and as adjusted m December 
1959 dollars follows 

As 

Repoi ted 
Dec 31, 

1<)58 

Pix:ed-dollai Assets 

Cash $237,000 

Maiketable feocuuties 100,000 

Aooounts leoeivable 159,000 

$496,000 

Fixed-dollcU Liabilities 

Cuneut liabilities $330,000 

Moitgage payable 100,000 

$430,000 

Net fi\ed-dollai assets and liabilities $ 66,000 

Fiom the above it is seen, lor example, that the reported 
cash of $237,000 was converted to $240,600 in terms of Decembei 
1959 dollars, sigmfying that cash on hand having a purchasing 
power of $240,600 on January 1, 1959 held during the year would 
have had a purchasing power of only $237,000 on December 31, 
1959— a purchasing-power loss of $3,600 On the other hand, the 
conversion of the mortgage payable fiom $100,000 to $101,500 
indicates that $101,500 owed on January 1, 1959 would be paid 
on December 31, 1959 in dollars having a puichasmg power of 
only $100,000 — a purchasing-power gam of $1,500 

In Older to account for the net purchasing-power loss on the 


Adiusted Purchasing 
m Powci 

Dee 1950 Gam 

Dollais Loss* ' 

$240,600 $3,600* 

101,700 1,700* 

161,400 2,400 *- 

$503,700 $7,700 '* 


$334,000 $4,900 

101,500 1,500 

$436,400 $6,400 

$ 67,300 $1,300 * 
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fixed-dollar assets and liabilities of The A Corporation during 
1959, the amount of such assets and liabilities held during the 
year would have to be ascertained For the purpose of illustrating 
the principle involved, let it be assumed that dm mg the year none 
of the fixed-dollar items declined below the amount held at the 
beginmng of the year. There was, therefore, a net purchasing- 
power loss on these minimum balances of $1,300, as shown in the 
above tabulation This leaves an additional net purchasmg-powcr 
loss of $2,800 to be accounted for which must be the loss on the 
average fixed-dollar assets and liabilities held in excess of the 
minimum balances In practice, it is hardly feasible to determine 
such an average However, to illustiate, let it be assumed that 
the average excess was found to be 1400,000 Then, applying the 
1959 average conversion factor to this average excess 
$400,000 X 1 007 = $402,800 

Since $402,800 exceeds $400,000 by $2,800, the additional net loss 
in purchasing power has been accounted for 

The $3,100 net loss on price-level adjustment of The A Cor- 
poration during 1959 is thus accounted for as follows 

Loss in puri'hasing powei on $CC,000, the minimum balance of 
net fi’ced-doll.u assets and liabilities held dm mg 1969 

Loss on net excess over the minimum balance of fi\ed-dollai 
assets and liabilities held duiing 1959 

Less Gam on adjustment of the cost ol the ecimpment pui- 
ohased duimg 1959 

Net loss on puce-level adjustment 

Objections to the Foregoing Procedure 

Two defects m price-level adjustment as here demonstrated 
are that the lesults depend on the more or less arbitiary assump- 
tions made m the process of adjustment, and on the index used 
The types of assumptions made have already been mentioned 
With lespect to the index used, there is consideiable doubt 
whether the Consumer Piice Index of the United States Bureau 
of Labor Statistics is satisfactory for the purpose of adjusting the 
financial statements of business enterprises since it has not been 
constructed for this pmpose It has been prepared to measure 
the purchasing powei of the dollais used by individuals foi their 


$1,300 

2,800 

$1,100 

1,000 

$3,100 
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common daily needs It does not follow that it measures the pur- 
chasing power of the dollars used for business purposes An index 
for such measurement, which does not exist at the time of this 
writing, would undoubtedly be different and would more cor- 
lectly adjust the financial statements of business enterprises 

If the LIFO mventoiy method is used, it is necessary to 
have available an analysis of the initial inventory according to 
dates of acquisition Upon conveiting the cost of goods sold 
and the fmal inventory, consideiation must be given to (1) 
an analysis of the merchandise purchased during the year ac- 
cording to time of acquisition, and (2) the price-level analysis 
of the uutial mventoiy These analyses might prove to be trouble- 
some to compile, particularly if many different items are car- 
ried m stock 

Practical Treatment of the Price-Level Problem 

Until such time as a method of proven validity has been 
generally accepted for the adjustment of the accounting data, 
the analyst will of necessity use the figures provided, but he will 
take into consideration such information as he has available with 
respect to the puce level This pioceduie, to be sure, cannot be 
expected to yield precise results, but they may be as good, if not 
bettei than those obtained through mathematical manipulation 
of doubtful validity 
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Trends in Accounting Principles and 
Procedures 


Since the early 1930’s, there has been a notably active re-ex- 
amination and levision of the concepts, rules, and techniques of 
accounting, with a consequent mateiial effect on financial state- 
ment presentation It is the object of this chapter to leview the 
efforts of accountants towaid technical improvement and to out- 
line the moie significant of the discernible trends in accounting 
principles and procedures in oidei that the analyst may undei- 
stand the diffeiences he will encounter between current statements 
and those of yesteryear 

Early Stalements Not Intended for Analysis 

When bankers began using the financial statements at the 
turn of the century as a means of studjnng worthiness of appli- 
cants for Cl edit, they weie using them for a purpose for which 
they had not been prepared and for which they were not partic- 
ulaily well suited Veiy little change had been made in the method 
of their preparation since the days when the balance sheet was 
in the form of a balancing account in the ledger and ivas looked 
upon merely as a pi oof of the bookkeepei’s woik, and no care was 
exercised to pi esent a clear showing of financial position 

Even in the early days, however, those concerned became 
conscious of defects m the statements The statements lacked 
uniformity in arrangement, teiminology, and the classification of 
the items they contained Accordingly, when the statements came 
to be used on a large scale, the need for bettei statements became 
apparent, and those mteiested began to cope with the problem. 
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Measures Taken by Accountants toward Improvement 

An impoitani contiibution tending to improve the form and 
content of financial statements was made by the Fedeial Reset ve 
Boaid in 1918 in a pamphlet titled Appioved Methods for the Prep- 
aration of Balance Sheet Statements ^ This pamphlet included stand- 
aid forms foi the balance sheet and income statement, an outline 
of good auditing pioceduie, and a discussion of the principles of 
statement constiuction In 1929 the pamphlet was turned ovei 
to the Ameiican Institute of Ceitified Public Accountants for le- 
vision and publication, and three editions have since been pub- 
lished with various titles, as follows 1929, Verification of Finan- 
cial Statements, 1936, Examination of Financial Statements by In- 
dependent Public Accountants, and 1950, Audits by Ceitified Pub- 
lic Accountants 

Vaiious committees of the Ameiican Institute of Ceitified 
Public Accountants have been actively engaged in the work of 
crystallizing accounting concepts and improving the techniques 
employed by the profession In 1920 a Committee on Terminology 
was appointed which lendered a preliminaiy leport m 1931 and 
has published various leports since then The Committee on Co- 
operation with Bankeis has worked with the Robeit Moms As- 
sociates, an organization of bank credit men, to piomote better 
undei standing among accountants, bankeis, and credit men The 
Commitlec on Coopeiation with Stock Exchanges has worked 
with the Committee on Stock List of the New York Stock Ex- 
change on the pioblem of formulating the requirements for finan- 
cial statements to give satisfactory information to investors The 
Committee on Accounting Proceduie has issued a seiies of Ac- 
counting Reseaich Bulletins which have had a inateiial effect on 
procedure and thus on the financial statements 

The Ameiican Accounting Association has made an impor- 
tant contiibution in its Accounting Concepts and Standards Under- 
lying Corporate Financial Statements, of which a tentative form 
was first published in 1936, a second edition in 1941, a thud in 
1948 and a fouith in 1957, beaimg the title Accounting and Re- 
porting Standards for Corporate Financial Statements ^ 

' Fust published ra the Federal Rneire Bulleim, Apiil, 1917, undei the title 
“Unifoim Accounting ” 

2 Published m The Accounting Reriew, Vol XXXII, 1057, pages 536-540 
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A survey of current procedure has been made annually by the 
Reseaich Department of the American Institute of Certified Pub- 
lic Accountants, beginning with the fiscal yeai ended June 30, 1947, 
m Older to give "a bioad peispective on the latest accounting 
practices and tiends as disclosed m published annual reports ” 
The survey is based on a selected list of 600 representative coi- 
porations^ and is helpful in demonstrating the tiends in accounting 
procedure as reflected m coiporate repoits 

Defects in Published Statements 

Although much progress had been made by the middle of the 
1920’s in the development of better financial statements, it be- 
came evident to investors that improvements in accounting tech- 
nique would be of no avail if the large corporations continued 
intentionally to obscure the inf oi matron in then published state- 
ments As an explanation foi this policy, the corpoiations argued 
that it was necessary to conceal from competitors the vital data 
concerning their businesses Fiom the investor’s point of view, 
however, it seemed only just that he should have accuiate infor- 
mation about an entei prise to which he had committed or con- 
templated committing his money 

In September, 1926, W Z Ripley, in a scathing article m the 
Atlantic Monthly,^ diiected attention to the tactics used by cor- 
porations in lendering reports to stockholders, and he supported 
his contentions by citing extracts from the statements of many 
important corporations. He concluded with the suggestion that 
an agency of the Federal Government "address itself vigorously 
to the matter of adequate and intelligent corporate publicity ” 
This seed, undoubtedly aided by the stock market crash of 1929, 
brought forth fruit some years later in the form of the Securities 
and Exchange Commission. 

The Securities and Exchange Commission 

The Securities Exchange Act of 1934 created the Securities 
and Exchange Commission, which admimsters this Act as well as 

’ In the report for 1959 

* Published by the American Institute of Certified Public Accountants 

® Repiinted m the collection of essays titled Main Sheet and Wall Street, Chap- 
ter VI Boston Little, Blown & Go , 1927 
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the Secuiities Act of 1933 (m lieu of the Federal Trade Com- 
mission, which oiigmally administered it), the Public Utility 
Holding Act of 1935, and subsequent legislation, including the 
Investment Company Act of 1940 

The Securities Exchange Act of 1933 lequiies a legistration 
statement and a prospectus to be filed for all new issues of secu- 
ntics to be sold in a public maiket, with ceitain exemptions 
The Securities Exchange Act of 1934 lequires additional repoits, 
including annual reports It is the annual reports, Foim 10-K, 
which are usually of greatest mteiest to the analyst, particularly 
the financial statements with suppoiting schedules contained 
therein 

Financial statements included m the reports submitted to the 
Securities and Exchange Commission must be prepared m ac- 
cordance with the Commission’s Regulation S-X Form and 
Content of Financial Sialcments The analyst should familiarize 
himself with its contents as well as the Commission’s Accounting 
Sei les Releases 

The woik of the Securities and Exchange Commission has 
been summarized by that body in the following woids 

The examination of legistiation statements does not involve an 
appraisal of and is not concerned with the meats of the secuiity as an 
investment The Commission does not pass judgment upon the sound- 
ness of any secuaty The basic pohey is that ot infoiming the investoi 
of the facts concerning secuaties to be offeied toi sale in inteistatc and 
foioign commerce, and the aim is to place adequate and tiue informa- 
tion befoie the invostoi and to prevent the sale of securities through 
misrepiesentation — ^peihaps the only way in which fraudulent secuaties 
can be sold to the public The Commission’s fuithei aim is to accomplish 
this with the least possible interfeiencc to honest business ® 

Although the Securities and Exchange Commission has no 
juiisdiction over the foim of annual reports submitted to stock- 
holders, corporations tend to make them follow the repoits sub- 
mitted to the Commission, for any mateiial discrepancy between 
the two would be regarded unfavorably by the public As a lesult, 
the practice followed in preparing reports for the Commission has 
tended to become standard accounting practice, just as the foim 
suggested by the Federal Reserve Board m 1918 for credit pui- 
poses was more or less generally followed by accountants and by 
writers of textbooks on accounting Thus the Securities and Ex- 

“ Fust Annual Roijoit ot the Commission, June 30, 1035, page 27 
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change Commission has had a signal influence on accounting pio- 
cedure tending toward bettei hnancial statements. 

The Income Statement ; (1) Terminology 

The shifting of attention from the matter of a series of posi- 
tions of a business, in the balance sheet, to the stream of its 
activity, in the income statement, has lesulted in impoitant de- 
velopments with lespect to the terminology, scope, and form of 
the income statement 

The tcim profit is a suivival of the days when all business was 
conducted by means of small-scale enterpiises It was feasible 
then to compute the lesult of each transaction oi “ventuie” and 
to list the various piofit.s and losses in a “profit and loss” state- 
ment Howevei, the complexities of modem business usually in- 
volve many types of gams and losses, and this fact makes neces- 
sary a broader concept of what constitutes the result of the conduct 
of the business It also requnes a more comprehensive term to 
desciibe this result, and so net piofiti has tended to be supeiseded 
by net income The adoption of this teim has also been influenced 
by its use m income taxation 

Theie is a noticeable trend tow aid the use of the iQiraievenue 
when leferring to the accretion through sale of goods oi perform- 
ance of services, the term income being employed to indicate both 
the revenue and the income from othei sources As a result, the 
expression gross income is used less frequently than foimeily 

In recognition of the fact that a business cannot be said to 
have realized any gam until not only the cost of goods oi services 
sold but all appropriate deductions have been subtracted fiom 
revenue, accountants have tended to discard the term gross profit 
However, since in a mercantile business the difference between 
the sales levenue and the cost of the goods sold does in some 
instances piovide a figure which has value foi managerial pur- 
poses, some who make use of this figure designate it gross mai gin 
rather than gross piofit 

The woi d eai nings is usually used as a synonym for net income 

The broader concept of net income has had its effect on the 
name of the statement. Although the title profit and loss statement 
is still m use, this has to a very large extent been superseded by 
that of income statement 
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(2) Scope 

It was held m times past that non-recurrmg, extraoidinary, 
01 capital gams and losses — such as, for example, loss thiough 
file 01 flood and the gam or loss on sale of securities or fixed 
assets — should be carried to the Surplus accoimt and not shown 
in the income statement This statement was restricted to matteis 
connected with the regulai operation of the business, in older 
that its final figure, unaffected by extraneous factors, might be 
used in making comparisons of the result of operations from peiiod 
to period. 

In lecent years there has been m most quai ters a marked ex- 
pansion of the scope of the income statement to include not only 
the items connected with the regular operation of the business 
but also the unusual items, which were formerly not included 
This IS the lesult to be expected of the more comprehensive con- 
cept of net income as embracing all matters causing a change in 
capital, other than earnings distributions and capital transactions 
It has been called the “all-inclusive” basis, in contrast with the 
more restricted one known as the “current opeiating peifoim- 
ance” basis 

There has also been an expansion of the scope of the income 
statement in the matter of provisions for anticipated costs and 
losses The making of provision for anticipated losses on uncol- 
lectible accounts has long been an established part of accepted 
procedure Similar practice has developed with respect to fore- 
seeable costs, such as the estimated cost of carrying out warran- 
ties, and anticipated losses in such matters as foreign exchange 
and workmen’s compensation claims and wage adjustments Pro- 
vision for such items is made m a manner similar to that for bad 
debts, that is, by a deduction from revenue, shown in the income 
statement, and the listing of the estimated hability m the balance 
sheet 

The objection that the unusual gams and losses destioy the 
comparability of the income statement from period to period is 
overcome by classifying these items in appropriate sections When 
included m the statement, the question arises whether they should 
appear before or after the “net income” figure In this respect the 
accountant uses his disci etion and does not include them in the 
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determination of net income if their inclusion would impair the 
significance of this figure 

When the unusual items are displayed in the income state- 
ment after the deternunation of net income, the final figure will be 
given an appropriate description, such as “earned to surplus” or 
"net income and special items ” 

The computation of “earnings pei share” is a popular one, 
particularly in the investment field This computation should ob- 
viously be based on the figure designated as “net income ” How- 
ever, such earnings figures should be used with caution, since 
they are not an absolute measure, depending as they do on the 
accountant’s disci etion In cases wheie the amount of the “special 
items” is mateiial, it would be well to compute the “earnings 
per share” on both the net income and the “net income and special 
items ” 

It should be noted that the accountant’s choice m the matter 
of including or not including unusual items m the deteimination 
of net income, causes no difficulty to the analyst if there is a full 
disclosuie of the facts. In cases where the analyst’s opinion does 
not coincide with that of the accountant who piepaied the state- 
ments, the analyst will rearrange the statements to suit his 
purposes 

(3) Form 

The traditional income statement form consists of seveial 
steps from the net sales, also called “gross income,” theie is de- 
ducted the cost of the goods or services sold to produce a subtotal 
called by some the “gross profit” From this figure, the selling, 
general, and admimstrative expenses are deducted, yielding a sub- 
total to which IS added other income, giving another subtotal 
from which income deductions are subtracted, resulting m still 
another subtotal, and so forth. The subtotal at each step is com- 
monly given a title 

Not only the subtotal titles “gross income” and “gioss profit” 
are unsatisfactory, but likewise designations such as “net profit 
on sales” and those including the word "operating,” such as “gross 
operating profit” and “net operating profit,” leave something to 
be desired, since there exists httle agreement as to what the word 
“operating” shall compiise. The subtotals usually have no clearly 
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Income 

Sales, aftei deducting $750,492 discounts, returns, and allowances $42,937,450 
Dividends 20,686 

Intel est on secuiities, notes, and accounts 02,760 

Royalties 75,000 

Refunds of prior yeais’ federal taxes and mteiest theieon 17,296 

Miscellaneous 25,427 


$43,168,617 


Deductions fbom Income 

Cost of goods sold (including $1,389,628 depieciation) $25,349,654 

Selling, general, and administrative expenses (mcludmg $875,250 do- 
pieciatioii) 4,389,628 

Interest on faist-mortgage bonds 185,000 

Amortization of bond discount 76,280 

Othei interest 5,276 

Loss on property disposals (net) 24,347 

Piovision for federal income tax 5,125,000 

$36,154,186 

Net income for the year $ 8,014,432 


Fig 9 “Single-step” Income Statement 


defined significance and arc subject to such great differences in 
interpietation that they tend to confuse rather than enlighten 
the reader 

In order to overcome this defect of the traditional oi “mul- 
tiple-step” foim of income statement, a considerable number of 
enteiprises have adopted the “single-step” form This consists 
of, first, a display of all lands of income, whether from the regular 
operation of the business or from extraneous sources Then follows 
a second part showing all forms of deductions from income the 
cost of the goods or services sold, selhng, general, and adminis- 
trative expenses, special deductions, and, finally, the federal in- 
come tax In a single step the total of the deductions is subti acted 
from the income, the difference being the net income The 
“single-step” arrangement, by ekmmating the possibly misleading 
subtotals, allows the leader to make his own combinations of 
figures from which to draw his conclusions 

The form of the “single-step” income statement is illustrated 
in Figure 9 


The Retained Earnings (Surplus) Statement 


The trend toward the expansion of the scope of the income 
statement has had the effect of a conti action of the scope of the 
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surplus statement of times past The moie limited scope of the 
contemporary Retained Eainings account, as the name implies, 
and the statement coriesponding thereto, has been called in ac- 
counting lileiature the “clean surplus ” 

Under the “clean suiplus” piocedure, the Retained Earnings 
account contains feiv items othei then the credits for net income 
(oi debits for net losses), debits foi the dividends declared, and 
adjustments of the income of piioi ycais, the most usual of which 
are in connection with depreciation and taxes What other items 
are carried to the Retained Eaimngs account are those “special 
items” which in the opinion of the accountant aie not to be in- 
cluded in the determination of net income Among these the most 
usual are costs and gams in connection with the issue and redemp- 
tion of capital stock Since theie aie differences in opinion in this 
matter, the number of such items included in Retained Earnings 
will vai y from coi poi ation to corpoi ation It should be mentioned, 
however, that a scrutiny of contempoiaiy statements will reveal 
a definite trend toward having very few items in the retained 
earmngs Statement- 

Combined Statement of Income and Suiplns 

The question concerning the treatment of the “special items,” 
that IS, whether they shall be shown m the income statement 
after the deteimination of the net income or in the surplus state- 
ment, has been avoided by some corporations through the use of 
a combined statement of mcome and surplus This statement con- 
tains the data of the income statement and, in addition, after the 
determination of the net income, continues by adding to this the 
retained earmngs (surplus) at the beginning of the period, adds 
or subtracts the “special items,” proceeds to deduct the dividends 
declared, and ends with the retained earmngs at the end of the 
period as shown in the balance sheet. 

Capital Suiplus 

The tiend is toward the complete abohtion of the word sur- 
plus in financial statements, not only m the case of earned surplus 
but also with respect to capital suiplus Instead of combimng into 
one item the various kmds ol capital increments othei than those 
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obtained by ibsue of capital stock or tlirough earnings, the newer 
pioceduie is to list each type with appropiiate desciiption Ac- 
coidingly, a premium on stock is given such a title as “Excess of 
consi delation received ovei par value of stock issued,” and in the 
case of a paid-in suiplus on no-pai stock with stated value, the 
title IS one such as “Excess of consideiation received ovei stated 
value of stock issued ” 

Following this procedure, there ai e such items as “Increment 
aiismg through retiiement of pieferred stock,” “Excess of con- 
veision puce over par value of common stock issued on conversion 
of prefened stock,” and, in the case of the so-called “negative 
goodwill” m consolidated statements “Excess of net assets at date 
of acquisition over cost of mvestment in subsidiary,” and so foith 

Rcseives 

Theie piobably has been moie confusion concerning reseives 
than about any other mattei m the entiie field of accounting 
One of the causes of the confusion is that the vrovd reserve has been 
used to signify thiee different things (1) appiopriations of re- 
tained eainings (surplus), (2) accumulated depreciation, and (3) 
anticipated losses and costs The confusion has been alleviated, 
however, because accountants have taken steps to differentiate 
the three types of items designated as reserves by giving them 
different titles 

(1) Appiopnalion of Retained Earnings (Surplus) 

The board of diiectors of a corporation may at its discretion 
I educe the amount of retained earnings available for dividend 
purposes Such i eduction is lecoided by a transfer from the Sur- 
plus account to a Reserve account, which is given an appropriate 
title according to the purpose of the reservation of eainings, such 
as “Reserve for Plant Impiovement” or “Reserve for Working 
Capital ” The best piactice does not sanction the creation of 
leseives without a specific purpose, thus, “general purpose” re- 
seives, such as the Reserve foi Contingencies, aie tending to fall 
into disuse 

Surplus IS sometimes re&tiicted foi contractual reasons, such 
as the requirements of a bond indenture which stipulates that a 
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reservation of retained earnings be made over the hfe of a bond 
issue by the estabhshment of a Sinking Fund Eeseive— a proce- 
dure sometimes met with in the case of railroads Also, lestrictions 
of retained earnings are in ceitam instances required by law, as, 
for example, the restriction imposed on national banks by the 
National Bank Act, and the requirement of some foieign govern- 
ments that a certain portion of all corpoi ate earnings be perma- 
nently letained, which affects the consolidated statements of 
American corporations with foreign subsidiaiies 

Reservation of retained earnings has no material effect on the 
accounting Nor does it exercise any control over the disposition 
of funds, so that it does not necessarily follow from the cieation 
of a 1 eserve that the business will have funds available to take care 
of the eventuality f 01 which the leservation was made The i eserve 
IS but a memoiandum which indicates that the retained earnings 
available for dividend purposes have been tempoiarily reduced 
Howevei , the reservation may not reduce the amount of dividends 
paid, since there may still be sufficient surplus available to con- 
tinue paying the accustomed rate. If it is desired to pay smaller 
dividends, this can be achieved simply by declaring less Surplus 
reserves are, theiefoie, quite unnecessary except when required 
for contractual or legal reasons In recent times there has been a 
marked decline in the number of surplus reserves m balance sheets 

Theie is a tendency among accountants to limit the use of 
the word reserve to designate surplus restiictions and to discon- 
tinue its use to describe the two other types of items for which 
the term has been used Some accountants are even inclined to 
abolish the use of the term entirely and to indicate the restriction 
of retained earnings m the notes appended to the statements 

(2) Accumulated Depreciation 

In the matter of showmg the accumulated depreciation of 
fixed assets in the balance sheet, the title “Reserve for deprecia- 
tion” has been to a large extent superseded by that of “Allowance 
for depreciation,” and theie is a strong tendency to omit the 
woid allowance, merely indicatmg the item with such a title as 
“Depreciation to date,” “Accumulated depreciation,” or “Amor- 
tization to date.” 
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(3) Anticipated Losses and Costs 

It IS an accepted principle of accounting that provision should 
be made by means of a deduction fiom the revenue of each period 
for all foreseeable losses and costs which can reasonably be allo- 
cated to that peiiod A good illustration of this is the provision 
foi anticipated loss on bad debts This piovision is made because 
the loss IS foieseeable on the basis of experience and can reasonably 
be allocated to the period m which the amount estimated to be 
uncollectible was included in revenue. As in the case of deprecia- 
tion, the tendency is foi the woid reserve to be replaced by allow- 
ance 111 the title of the bad debts estimate, but some accountants 
simply give the item such a title as “Estimated uncollectibles ” 

Deduction is also made fiom revenue for other anticipated 
losses, such as loss on investments, loss on cash in closed bank, 
and loss caused by destiuction of pioperties in theateis of war. 
The estimated loss continues to be deducted from the asset in the 
balance sheet, with an appiopriate title, such as “Estimated loss,” 
but without the use of the word reserve In these matters the 
allocation of the loss to the levenue of a certain peiiod is not so 
deal as m the case of the loss on uncollectible accounts 

Piovision IS often made for anticipated losses by file, flood, or 
pilfeiage, where these are common occurrences. The allocation to 
levenue under such circumstances is based on past experience 
modified by opinion concerning the future, and there is a gieat 
degiee of latitude Because it is not known in advance which assets 
will be affected by these losses, the provision cannot be deducted 
from specific assets in the balance sheet, and it is hsted as a ha- 
bility 1 eserve or estimated habihiy, which is m the nature of a contra 
to the assets. 

Among these reserves aie also included anticipated costs in 
connection with cuirent or past operations, also provided for 
by deductions from revenue These are deducted m connection 
with such matters as product warianties, employee benefits, and 
assessment foi income taxes of prior years Some of the items of 
this type found m balance sheets are open to considerable ques- 
tion, and it IS obvious that this phase of accounting will require 
further clarification. 
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Although anticipated losses and costs may be deducted fiom 
revenue in the computation of the accounting net income, none 
but that foi bad debts is usually deductible for income tax pui- 
poses Therefore, there is usually a difference between the account- 
ing net income and taxable net income of enterpiises making these 
provisions. 

Cost of Goods or Services Sold 

In times past, one of the outstanding defects in financial 
statements was the omission fiom the income statement of the 
cost of goods or services sold, this figure having been combined 
with the selling and adrmnistrative expenses and deducted fiom 
the sales to show the “net opeiating profit ” A statement so ar- 
ranged does not provide sufficient details foi inteipretation What 
is needed is a statement showing separate figures for cost of goods 
or services sold and foi the selling and administrative expenses, 
in or del that each of these factors may be studied In recent times 
it has become customary to show the cost of goods oi set vices 
sold, probably under the influence of the regulations of the Secu- 
rities and Exchange Commission, winch lequire that statements 
submitted to the Commission give tins information 

Depreciation in the Income Statement 

In a manufacturing enterprise the depreciation falls into two 
categories (1) that portion which is a selling and administrative 
expense, and (2) that portion winch is a part of the manufacturing 
cost There are two methods commonly found in practice of show- 
ing the two divisions of depreciation in the income statement (1) 
the depreciation is shown in total and the distribution to cost of 
goods sold and sellmg and admimstrative expense is stated paren- 
thetically or m the notes appended to the statements, (2) the 
depicciation is included in the figures for cost of goods oi sei vices 
sold and the sellmg and admimstiative expenses, and the amount 
of depreciation included therem is stated parenthetically aftei 
each item, or m the notes or schedules ^ 

’ For example, Schedule XVI of Form 10-K filed with the Securities and Ex- 
change Commission 
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Cash Discomils in the Income Statement 

The older point of view with respect to cash discounts on 
sales IS to regaid them as a form of expense which the business 
incurs in order to get money from its customeis quickly Following 
this line of reasomng, discounts on pm chases aie consideied a 
form of income as the result of the abihty of the business to make 
payments promptly The newer point of view is that, since every 
well-regulated business takes advantage of cash discounts, as a 
mattei of couise, on account of the great saving that results, they 
should be regarded in the natuie of reductions m the sales prices 
In similar mannei, the purchase discounts are regarded as con- 
stituting a reduction of the price of the goods purchased 

From the older point of view, the sales discounts aie included 
in the income statement as a selling expense and the purchase 
discounts as “other income ” The newei procedure is to deduct 
sales discounts from the sales levenue, and this piocedure has 
become the most common With respect to pui chase discounts, 
the newel procedure is to deduct them from the cost of the pui- 
chases However, a considerable number of enterpiises follow the 
oldei method, probably for reasons of expediency in cost ac counting 


Balance Sheet Title 

Although attention has shifted to the income statement, this 
does not mean that the balance sheet has lost its impoitance as 
the statement which summarizes the status of the accounting 
The balance sheet still lemains an important summary to the 
management, current creditors, investors, and others 

Accountants have attempted to minimize the importance of 
the balancing feature of the statement and to emphasize the func- 
tion of the statement of giving infoimation regarding the position 
of the assets, the liabilities, and the propiietary equity There 
accordingly exists a strong tendency to abandon the title lalance 
sheet and to call the statement the position statement This title is 
in haimony with that of income statement and so tends to indicate 
the complementary natme of the two statements. 
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Balance Sheet Form 


There is a trend away from the traditional form of neat bal- 
ance to a form which strives to show moie clearly both the current 
or woiking capital position and the position, m the case of cor- 
porations, of the stockholders’ investment in the enterprise This 
form has been commonly called the 'position statement or statement 
of financial position, although these titles are just as suitable for 
the traditional form The new arrangement is a vertical one which 

CuBRENT Assets 

Cash 

Accounts receivable 

Less Estimated bad debts 

Inventory 

Piepaid expenses 

Total cunent assets 

$ 6,426 

$87,348 

m 66,676 

125,430 

1,278 

$199,808 

Less — Ccfrrent Liabilities 

Accounts payable 

Dividends payable 

Accrued expenses 

Fedeial income tax payable 

Total current liabilities 

Working capital 

$ 60,938 

16,000 

2,136 

5,350 

84,424 

$116,384 

Property, Plant, and Equipment 

Land 

Building 

Less Depreciation 

Furniture and equipment 

Less Depreciation 

Dehveiy tiucks 

Less Depreciation 

Total propel ty, plant, and equipment 
Total assets, less cunent liabilities 

$ 30,000 

$70,000 

15,500 54,600 

$60,276 

17,650 32,625 

$15,000 

4,380 10,020 

127,745 

$243,129 

Less — ^Long-Term Debt 

Moitgage on building 8,000 

Excess of assets ovei liabibties (stockholders' investment) $235,129 

Eepbbsbntbd by 

Capital stock (Par, $100) 

Authorized, 5,000 shaies 

Issued and outstanding, 2,000 shares 
Retained earnings 

$200,000 

36,129 

$235,129 

Fig. 10 “Position Statement.” 
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starts with the cuiient assets, from which are deducted the cunent 
liabilities to deteimine the working capital To the working capital 
aie added the other assets to airive at a subtotal fiom which are 
subtracted any noncurrent liabilities, the remainder being given 
such a title as “Excess of assets over liabilities” or “Stockholders’ 
equity ” Then follows another section which shows how the stock- 
holders’ equity is repiesented, that is, the capital stock, letained 
eainmgs, and so forth The total of this section will check with the 
total of the section which piecedes This form is illustrated in 
Figure 10 

It IS not unlikely that the term position statement will super- 
sede that of balance sheet However, the title balance sheet still 
1 emains the most usual m practice 

Prepaid Expenses and Deferred Charges 

It has been found tioublesome to distinguish between prepaid 
expenses and deferred charges Both lepiesent costs to be assigned 
to future revenue In fact, the terms aie mutually inclusive both 
types of items are prepaid or defen ed, and both are expenses or 
chaiges, For practical purposes, however, the distinction can eas- 
ily be made The teim piepaid expenses is usually used to desig- 
nate the moie or less legularly recuirmg items in connection with 
operations, such as insurance, supplies, lent, taxes, interest, and 
so forth, while the term deferred charges is generally applied to the 
moie unusual items, such as organization expense and bond dis- 
count 

During the 1930’s and into the 1940’s, the trend was to make 
no distinction between prepaid expenses and deferied charges and 
to classify them as noncuirent However, in August, 1947, Ac- 
counting Research Bulletin No SO of the American Institute of 
Certified Public Accountants revived the distinction by recom- 
mending that the prepaid expenses be separated from the deferred 
charges and classified as current assets The effect of this bulletin 
was to stait a trend toward placing the prepaid expenses in the 
cuiient asset section of the balance sheet and letaimng the de- 
ferred charges in a separate section among the noncurrent assets 
Many enterprises, however, continue not to observe the distinc- 
tion and to classify both ts^pes of items as noncurrent 
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Intangible Assets 

The intangible asset goodwill, which is not regularly subject 
to amortization, is stated in the balance sheet at cost oi at an 
arbitranly reduced figuie, while the intangible assets subject to 
amortization, such as patents and copyrights, are stated at cost 
less amortization to date The stated amount does not provide 
a satisfactory measure, since the impoitance to the business of 
an intangible asset is usually measuiable only in terms of its 
mcome-pioducing ability Accounting, however, provides no 
method foi adjusting the stated amount to leflect income-pro- 
ducing ability 

Foi example, a patent which cost very little may be the soui ce 
of large income, and, mce vejsa, one which cost huge sums may 
provide little income Goodwill is on a still moie arbitiary basis, 
particularly corporate goodwill, winch usually is paid foi, not m 
cash, but in shares of capital stock 

Since the goodwill figuie conveys no usable information to the 
reader of the balance sheet, the trend is to avoid showing it, the 
usual method of elimination being to write it off against letamed 
earnings Where goodwill has been written off, its listing is some- 
times continued at the nominal figure of $1 

The intangibles offer no difficulty to the analyst, because, for the 
reasons hete given, it has become standard piactice to dwegaid then 
stated amounts in the analysis of financial statements m order to 
avoid the possibility of erroneous conclusions The analyst deducts 
such amounts from the assets and from the proprietary equity 

Treasury Stock 

Before the advent of no-par stock, treasury stock was con- 
veniently earned at par and in the balance sheet was deducted 
from the total of stock issued to arrive at the capital stock out- 
standing It became difficult, however, to apply this method to 
no-par stock when the stock had been sold at different puces 
Also, the enactment of laws relative to stated or legal capital 
made it desirable to mdicate the stated capital in the balance 
sheet, and, since treasuiy stock is part of the stated capital, the 
net after deduction of the treasury stock would be a figuie less 
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than the stated capital This complication has caused a trend, in 
the case both of pai and of no-par stock, toward carrying treasury 
stock at cost and showmg it in the balance sheet as a deduction 
from the total of the capital stock and suiplus The cost basis is 
also more satisfactory since, where the law places a lestriction 
on the surplus as a result of purchase of shares foi the treasury, 
the restriction would be the amount paid for the stock 

One still occasionally finds treasuiy stock hsted as an asset 
This IS most unsatisfactory, since a corpoiation does not acquire 
an asset when some of its own stock is reacquired by it, the result 
IS meiely a i eduction of the stock outstanding Showmg treasury 
stock as an asset is sometimes defended on the ground that it is 
held foi sale, but the same might be said of unissued stock. 

Depreciation Methods Different for Accounting 
and Tav Piuposes 

An increasing number of coipoiations use one method of de- 
preciation for accounting pui poses and another foi tax purposes, 
as when the straight-lme method is used for accounting and the 
sum-of-the-yeais’-digits method foi computing the federal income 
tax The initial effect of this pioceduie is that the federal income 
tax IS 1 educed The amount of this i eduction is shown in the bal- 
ance sheet as a defciicd credit which will be written off to income 
m later yeais when by the accelerated method the depreciation 
will be less than that of the straight-line method and the federal 
income tax thus increased 

Notes lo the Financial Statements 

The infoimation contained m the financial statements is lim- 
ited to what IS recorded m the books of account, m accordance 
with conventional accounting piocedure But the useis of the 
statements usually require additional infoimation which supple- 
ments that recorded m the traditional statements Certain infor- 
mation of this type is requiied to be submitted in the foim of notes 
appended to the statements filed with the Secuiities and Exchange 
Commission, and the requirements of the Commission have set 
an example which is more and more coimng into use by corpora- 
tions m submitting reports to stockholders. 
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Notes to the balance sheet aie required by the Securities and 
Exchange Conamis&ion concerning (a) assets subject to hen, (b) 
intei company profits and losses affecting balance sheet items, (c) 
defaults with lespect to any issue of secuiities or ciedit agree- 
ments, (d) preferred shares if callable and, if so, when, arrears 
in cumulative dividends, prefeience on involuntary liquidation, 
(e) pension and letirement plans, (f) lestrictions which limit the 
availability of suiplus for dividend purposes, and (g) contingent 
liabilities The Commission lequiies notes to the income statement 
with respect to (a) instalment oi deferred sales, (b; intercompany 
profits and losses, and (c) depreciation, depletion, obsolescence, 
and amortization accounting tieatment for maintenance, repairs, 
renewals, and betteiments and adjustment of accumulated re- 
serves Wheie consolidated statements are used, there are required 
statements as to principle of consolidation and to reconciliation 
of investment of parent in subsidiaiies with equity of parent in 
net assets of subsidiaries 

The analyst should consider these notes an integial pait of the 
statements, and he will find them a helpful supplement to the data 
contained in the statements. 

Contingent Liabilities 

In the past it was held that surplus reserves should be created 
for contingent habilities such as, for example, lawsuits pending 
against the business The trend, however, has been toward show- 
ing contingent liabihties in the notes appended to the balance 
sheet Such notes are found with respect to lawsuits, pui chase 
commitments, taxes, commercial paper, guaranties, subsidiary 
indebtedness, and other matteis 

The explanation of a contingent habihty in nariative form is 
of greater value to the readei of the statements than the mere 
notation of a restriction of retained earnings In the case of law- 
suits, for instance, it is customary to give a brief statement of the 
nature of the action and counsel’s opimon as to the possible effect 
on the position of the business 

Corporate Annual Reports 

In recent years the annual reports of large corporations have 
changed from formal, technical documents to attractive and in- 
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teiestmg leading matter Instead of being directed merely to 
stockholders, the modem reports aie also piepared to interest em- 
ployees and the general public In fact, they constitute part of a 
company’s public relations program The reports contain not only 
financial statements and other statistics, but also stories with 
1 espect to the company’s activities, often profusely illustrated in 
color These reports have become an important part of business 
literature, and various books have been written concerning them ® 
Because of the fact that a large portion of the readeis of the 
corporate annual reports have not had the necessary technical 
accounting training to enable them to interpret the formal finan- 
cial statements, a considerable number of companies have adopted 
various types of simphfied statements These range from state- 
ments in the traditional form, but with the various items described 
in nontechnical language, to statements which tabulate various 
selected statistical facts but without any balancing or totaling 
The analyst sometimes obtains valuable information from the 
company annual reports concerning production, employee rela- 
tions, plans for the future, and other matters not available in the 
accounting statements. 


®As examples the reader is referred to American Management Association, 
Preparation of Company Annual Reports, Research Repoit No 10, prepared by 
Ernest Dale New York 1946, N ’LoyallMcl.aien, Annual Repot ts to Stockholders 
New yoHc The Ronald Pi ess Company, 1947, Lillian Dons, Modem Corpoiate 
Reports Englewood Cliffs, N J Prentice-Hall, Inc, 1948, and Thomas H Sandeis, 
Company Annual Reports Boston Dmeion of Research, Giaduate School of Business 
Administration, Harvard University, 1949 
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Comparison of Balance Sheets 


^ Scrutinizing the Statements 

The first step m the woik of the analyst is to scrutinize the 
statements to be analyzed in ordex to determine whethei the data 
contained theiem are arianged in accordance with his views and 
to suit his puiposc Foi, as has been shown, in ai ranging the state- 
ments the accountant may choose from among various acceptable 
alternatives To illustrate, prepaid expenses are listed in the bal- 
ance sheet by some accountants as current assets and by others 
as noncurrent, and in the income statement pui chase discounts 
are by some deducted from the cost of goods sold while by other s 
they are listed under “othei income ” As will be seen from this 
chapter and from those which follow, the grouping of the data 
will affect the conclusions derived ftom the analysis. Therefore, 
if m a particular case the analyst prefers aiiangements different 
from those used by the accountant who prepaied the statements, 
he should feel free to recast the statements, provided that the 
changes he makes are within the lange of acceptable alternatives 

% The Comparative Balance Sheet 

The effects of the conduct of a business are leflected in its 
balance sheet by increases and deci eases m the various assets and 
liabilities and in the pioprietaiy equity or capital ^ These changes 

^ In the past, VtUious wiitois have called the piopnetary equity the nH looith 
This term is now falling into disuse because it imphes that a balance sheet shoub 
what a business is woith The expiession net wmth is not only misleading but mi- 
neeossaiy, since the word capital is the piopei technical accounting teim foi the 
designation of the propiietary equity In the case of a coipoiation, the capital may 
consist of several elements, such as the capital stock issued and outstanding and the 
retained earnings The term net worth is not used in this book 
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can be obfeeived by a comparison of the balance sheets at the 
beginning and end of a period, and such observation often yields 
a considerable amount of information which is of value in forming 
an opinion legarding the progress of the enterprise To facilitate 
comparison, a simple device known as the comparative balance sheet 
may be used 

From the balance sheets of The B Corporation as of Decem- 
ber 31, 1959, and December 31, 1960, illustrated in Figures 11 and 
12, the comparative balance sheet shown m Figure 13 has been 


THE B CORPORATION 
Balance Sheet 
Dccembei 31, 1959 


Assefe 

Current Assets 
Cash 

Maiketable seounties 
Acpounts leoeiVcible (customcis) 

Loss Allowance foi doubllul at counts 
Meiohandise inventoiy 
Prepaid e\penses 

Total current assets 

Fixed Assets 
Land 
Building 

Less Allowance for depieciation 
Furnituie and fixtuies 
Less Allowance toi dopicciation 
Total fixed assets 

Deferred Ciiarc.es 
Organization expense 


Liabthlies and Capital 

Current Liabilities 
Notes payable 
Accounts payable 
ALCuiell taxes and othei expenses 
Total cuiicnt liabililies 

Funded Debt 

Fiist-nioitgagc bonds 
Total liabilities 
Capital Stock 
Common stock (Pai $100) 

Retained Earnings 


$ 6,468 
21,600 

$48,620 

950 47,676 


$146,664 


$24,000 

$42,965 

6,362 36,803 

$18,230 

2,873 15 357 

75,960 


2,400 
$225 02 1 


$ 2,725 
15,064 
3,180 

$20,975 


50,000 

$ 70,075 


150,000 

4,049 

$226,024 


Fig 11. 
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THE B CORPORATION 
Balance Sheet 
December 31, 1960 


Assets 

Ctjbkbnt Assets' 

Cash 

Notes receivable (customers) 

Accounts receivable (customers) 

Less Allowance foi doubtful accounts 
Merchandise inventory 
Prepaid expenses 

Total current assets 

Fixed Assets 
Land 
Building 

Less Allowance for depreciation 
Furniture and fixtures 
Less Allowance foi depieciation 
Delivery equipment 
Leas Allowance for depreciation 
Total fixed assets 

Dbfebbbd Charobs 
Organization expense 


Licdnhhes and Capital 

Current LrABiLiTiBS 
Notes payable 
Accounts payable 
Accrued taxes and other expenses 
Total current liabilities 


*11,826 

153 

$60,193 

1,825 68,368 

L625 

$160,489 


$30,000 

$56,250 

8,450 47,800 

$27,143 

5,070 22,073 

$ 6,600 

1,350 5,150 

105,023 


1,200 

$266,712 


$ 1,600 
20,156 
12,465 

$34,121 


Funded Debt 

Fust-mortgage bonds 30,000 

Total liabilities, $ 64,121 


Capital Stock 

Common stock (Par $100) 180,000 


Retained Earnings 


22,591 

$266,712 


F»g 12. 


■constructed The form consists of two columns for the data of the 
original balance sheets and a third column for the increases and 
deci eases in the various items. A fourth column, containing the 
percentages of increase and decrease, may be added, as illustrated 
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THE B CORPORATION 
Comparative Ralance Sheet 
December 31, 1959 and 1960 

December 31 Increase — Decrease* 

1960 1959 Amount Per Cent 

Assete 


CuBKENT Assets 


Cash 

$ 11,826 

$ 6,468 

$ 5,358 

82 9 

Marketable securities 

— 

21,500 

21,600* 

100 0* 

Notes receivable (customers) 

153 

— 

153 

— 

Accounts receivable (eustomers) 

60,193 

48,626 

11,667 

24 1 

Merchandise inventory 

88,517 

69,936 

18,682 

26 6 

Prepaid expenses 

1,625 

1,186 

440 

37 1 


$162,314 

$147,614 

$ 14,700 

10 0 

Less Allowance for doubtful accounts 1,825 

950 

876 

92 1 

Total current assets 

$160,489 

$146,664 

$ 13,826 

94 

Fixed Assets 

Land 

$ 30,000 

$ 24,000 

$ 6,000 

25 0 

Building 

56,250 

42,965 

13,286 

310 

Furniture and fixtures 

27,143 

18,230 

8,913 

40 9 

Delivery equipment 

6,500 

— 

6,500 

— 

Cost of fixed assets 

$119,893 

$ 85,195 

$ 34,698 

40 7 

Less Allowances ioi depieciation 

Buildmg 

$ 8,450 

$ 6,362 

$ 2,088 

32 8 

Fuimture and fixtures 

5,070 

2,873 

2,107 

76 6 

Deliveiy equipment 

1,350 

— 

1,350 

— 

Total Allowances 

$ 14,870 

$ 9,235 

$ 5,635 

610 

Book value of fixed assets 

$105,023 

$ 75,960 

$ 29,063 

38 2 

Deferred Charges 

Organization expense 

1,200 

2,400 

1,200* 

60 0* 


$266,712 

$225,024 

$ 41,688 

18 5 

Lialnhttes and Capital 

Current Liabilities 

Notes payable 

$ 1,500 

$ 2,725 

1 1,226* 

45 0* 

Accounts payable 

20,156 

15,064 

6,092 

9,279 

33 8 

Acciued taxes and other expenses 

12,466 

3,186 

200 9 

Total cuiient liabilities 

$ 34,121 

$ 20,975 

$ 13,146 

62 7 

Funded Debt 

First-mortgage bonds 

30,000 

50,000 

20,000* 

40 0* 

Total liabilities 

$ 64,121 

$ 70,975 

$ 6,864* 

9 7* 

Capital Stock 

Common stock (Par $100) 

180,000 

150,000 

30,000 

20 0 

Retained Earnings 

22,591 

4,049 

18,542 

462 6 


$266,712 

Fig 13. 

$225,024 

$ 41,688 

18 5 
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* The single balance sheet shows the balances of the accounts 
after closing the books as of a certain date The comparative bal- 
ance sheet shows not only the balances of the accounts as of 
different dates but also the extent of their increases oi decreases 
between these dates While in the single balance sheet the em- 
phasis is on status, in the compaiative balance sheet it is on 
change The changes aie the lesult of operations, the conversion 
of asset, habihty, and capital forms into otheis, and the various 
interactions among assets, habihties, and capital 

Although the balance sheet is a useful statement, the com- 
parative balance sheet is even moie useful, for it contains not only 
the data of the single balance sheets but also those which may be 
used in studying the trends in an enterprise Information legard- 
ing tiends that indicate the dnection in which a business is headed 
is usually moie sigmficant to the analyst than that concerning 
book values of assets and habihties 

The income statement piesents a leview of the operating ac- 
tivities of a business, the compaiative balance sheet shows the 
effect of operations on its assets and habihties. Thus the com- 
parative balance sheet contains a connecting link between the 
balance sheet and the mcome statement. 

Percenlages of Increase and Decrease 

Not only the absolute changes, m terms of dollars, in the com- 
parative balance sheet, but also the relative changes, in percent- 
ages or rates of change, should be studied The relative changes 
are important to the analyst When he observes, for instance, that 
the current assets of The B Corporation have increased $13,825 
and the current habihties have increased $13,146, this infoimation 
becomes more sigmficant to him if the changes are also stated 
in terms of percentages — that is, if it is stated that the current 
assets have increased 9 4%, whereas the curient liabilities have 
increased 62 7%. In fact, on the basis of the information regarding 
relative change, the analyst might considerably modify an opinion 
based on dollars of change In the case under consideration, the 
dollars of current assets increased more than the dollars of current 
liabilities, but in terms of percentage the increase was much 
greater in the euirent habihties. 
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In the computation of peicentages it should be noted that, if 
a certain item has a value in one year and none m the next, as in 
the case of The B Corpoiation’s maiketable securities, the per- 
centage of decrease is 100% However, if an item has no value 
in the fiist year and has a value m the second, as in the case of the 
notes receivable, no percentage can be shown, because, if a num- 
ber IS divided by zero, the quotient is infimty 


Comparalive Balance Sheet for Moie Than Two Dates 

Compaiative balance sheets may be piepaied for moie than 
two dates Figuie 14 illustrates the comparative balance sheet of 
The B Corporation as of December 31, 1968, 1969, and 1960 The 
method used in the illustration becomes cumbeisome when moie 
years are added For the study of tiends over a period of years 
another method, which is desciibed in Chapter 10, is used 


Statement Accounting for Variation in Capital 

Although the comparative balance sheet diiects attention to 
the financial changes in a business, it does not summarize them 
in such a manner as to show thou effect on the enterpiise This 
is a case in which the old adage about not being able to see the 
woods on account of the trees might be applied A statement of the 
changes between the two balance sheet dates in classified form 
IS helpful in studying the dynamics of the business Such an ai- 
rangementTs shown in Figure 15, ;which illustrates a statement 
accounting for the variation in the capital of a business 

The changes m the asset and liability accounts may be classi- 
fied as either increasing oi decreasing capital Increases in assets 
and deci eases in liabilities cause an mcrease in capital, while de- 
ci eases m assets and increases in habihties lesult in a decrease in 
capital ^These changes may be tabulated as in Figure 15 ) The 
change m capital is the difference between the increases and the 
deci eases, and this change is accounted for by the total of the 
changes m the items composing capital 

It should be borne in mind that the changes discussed here are 
the net resultants of the countless transactions that have occuired 
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THE B CORPORATION 
Statement AccounUng for Variation in Capital 
For Year Ended December 31, 1960 


Decembei 31 Capital 



1960 

1959 

Incicase 

DpmnnciP 

Dehtis 

(Asseh) 





Cash 

$ 11,820 

1 6,468 

$ 5,358 


Maiketable secunties 

— 

21,500 


$21,500 

Notes receivable (lustomers) 

153 


153 


Accounts ipceivable (customers) 

60,193 

48,620 

11,667 


Meichandise inventory 

88,517 

69,935 

18,582 


Prepaid expenses 

1,625 

1,185 

24,000 

440 


Land 

30,000 

6,000 


Building 

56,250 

42,965 

18,230 

13,286 


Fuinituie and fixtures 

27,143 

8,913 


Delivery equipment 

0,500 

— 

6,600 


Organization expense 

Credits 

(Liabilities and Allowances) 

1,200 

$283,407 

2,400 

$235,209 


1,200 

Notes payable 

$ 1,500 
20,166 

$ 2,725 

1,225 


Accounts payable 

15,064 


5,092 

Accrued taxes dnd other expenses 

12,405 

3,186 


9,279 

Bonds payable 

30,000 

50,000 

960 

20,000 


Allowance for doubtful accounts 

1,825 


876 

Allowance for depieciation of building 
Allowance for depreciation of fuimtuie 

8,450 

6,362 


2,088 

and flxtuies 

Allowance for depieciation of delivery 

5,070 

2,873 


2,197 

equipment 

Increase in capital 

Accounted for as follows 

1,350 


$92,123 

1,360 

48,542 

$92,123 

Capital Stock 

180,000 

150,000 

$30,000 


Retained Eabnings 

22,591 

$283,407 

4,049 

$235,209 

18,642 

$48,642 


Fig 15 


m the mteiim between the balance sheet dates and do not repre- 
sent an analysis of the individual transactions 

The statement (^scribed above has been named by some 
writers the “wheie got, where gone” statement, the “deciease” 
column being called “where got” and the “increase” column being 
called “where gone,” apparently on the assumption that each 
balance sheet change repiesents either a provision (got) or an 
application (gone) of lesources This classification does apply in 
some cases, resources were provided in the illustration by the sale 
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THE B CORPORATION 
Slalement Accounting foi Vaiiation in Capital 
For Yeai Ended Decembei 31, 1960 


Capital 

Capital stock 
Retained eainmgs 

Increase in capital 


The above change m capital was caused by the lollowing 


Decembpi 31 
1960 1959 

$180,000 $150,000 

22,591 1,049 

$202,691 $154,409 

48,542 

$202,591 $202,591 


Factobs Inckeasing Capital 
Increase in assets 
Cash 

Notes leceivable (oustomeis) 

Accounts receivable (oustomers) 

Merchandise inventory 

Prepaid expenses 

Land 

Building 

Furniture and fixtures 
Delivery equipment 

Decreases in liabilities 
Notes payable 
Bonds payable 

Factors Decreasing Capital 
Decreases in assets 
Marketable securities 
Organization expense 

Inoi eases in liabilities 
Accounts payable 
Accrued taxes and othei expenses 


$ 5,368 
153 
11,667 
18,582 
440 
6,000 
13,285 
8,913 

6,500 $70,898 


S 1,226 

20,000 21,226 $92,123 


$21,500 

1,200 $22,700 


$ 5,092 

9,279 14,371 


Increaies in allowances 

AlloTOnce for doubtful accounts $ 875 

Allowance ioi depieoiation of building 2,088 

Allowance foi depieciation of furnitme and fix- 
tures 2,197 

Allowance for depi eciation of deliveiy equipment 1 ,350 6,510 43,581 

Increase in capital $48,542 

Fig 16 ® 


of maiketable securities and the creation of accounts payable, and 
they were applied to the pui chase of furniture and to the payment 
of notes payable. However, resomces were not piovided when 
oiganization expense was reduced or when allowances- for depre- 
ciation were increased. It is obvious that all balance sheet changes 
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cannot be classified in the two categones of provision and appli- 
cation of lesouices, therefoie such terminology is not used in this 
book The classification of each asset and liability change as in- 
ci easing or decreasing capital is, however, quite logical and con- 
sistent with good accounting principles It piesents a useful survey 
of the changes between balance sheet dates 

A second foim of statement accounting foi vaiiation m capi- 

THE B CORPORATION 
Slalement Accounting for Variation in Capital 
For Year Ended December 31, 1960 


CHANOE& IN Assets and 
Current assets 
Fixed assets 
Defeired charges 
Current liabilities 
Funded debt 


LlABILmil& 


Inciuase in capital 


Capital 

Increase Deciease 



$ 1,200 
13,140 

S14,340 

48,542 

862,888 


Operations Oavsing the Above Changes 


Faotois inoi easing capital 

Net income pei income statement 822,792 

Sale of capital stock 30,000 

Adjustment of 1949 depreciation 250 

863,042 

Faotois decreasing capital 

Dividend paid 4,500 

Increase in capital 848,542 


Fig 17 

tal|is shown in Figure 16' In this statement the factors causing the 
cFangc in capital are arranged in a foim which is somewhat more 
readable than the formfshown in Figuie 16}and which is of pai ticu- 
lar value in presenting a report of financial changes to a business 
executive It may w^ll be called the “nariative form ” 

A third foim of statement's illustrated in Figure 17) In this 
stateinSit the change in capital, in condensed form, is accounted 
for by data obtained from the income and buiplus statements. 
Other variations of this statement might be devised 

It might be mentioned that the statements hhown in Figures 
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15, 16, and 17jare not commonly used m business They are in- 
cluded here primarily to provide the leader with an understanding 
of the effect of operations on the financial status of a business 
This knowledge will be useful in understanding the matters pre- 
sented in Chapter 7 


THE B CORPORATION 
Comparative Common-Size Balance Sheet 
December il, 1959 and 1960 


Assets 

CtiRRENr Assets 
Cash 

Marketable securities 
Notes loceivable (customers) 
Accounts receivable (customers)* 
Meiohandise inventory 
Prepaid expenses 

Total current assets 

Fixed Assets * 

Land 

Building 

Furniture and fixtuies 
Delivery equipment 

Total fixed assets 

Dbebered Charges 
Organization expense 


Liabilities and Capital 
Current Liabilities 
Notes payable 
Accovt^ payable 
Accru®taxes and otliei expenses 
Total cuirent liabilities 

Funded Debt 
Fust-mortgage bonds 
Total liabilities 
Capital Stock 
Common stock (Par, SI 00) 

Retained Evbnin&s 


* Net 01 allowances 


December 31 


1960 

1959 

4 6% 

2 9'’, 

— 

9 5 

219 

21 1 

33 2 

31 1 

0 

5 


00 2% 65 1% 


112% 

10 6% 

17 9 

16 2 

83 

70 

I 9 

— 

39 3% 

33 8(c 

5 

1 1 

100 0% 

100 0% 


5% 

75 

16 

12 6% 

1 2% 
67 

1 4 

0 3% 

11 2% 

22 3% 

23 8% 

316% 

67 8 

66 6 

84 

1 S 

100 0% 

100 O'/o 


Fig 18 
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Financial Statement Analysis 


*''t^mmon-Size Balance Sheet 

A device which has been suggested foi use in analyzing bal- 
ance sheets is to compute the ratio of each asset to total assets and 
the ratio of each liability and capital item to total liabilities and 
capital (which is the same amount as total assets) A statement 
m this form is known as a common-size, oi 100%, statement, since 
the ‘total of the assets and also that of the liabilities and capital is 
100%, and, because this would be true of all statements so con- 
structed, they aie of a common size 

, The compaiative common-size balance sheet of The B Coi- 
poiation foi December 31, 1959 and 1960, is illustrated in Figure 
' 18 It will be seen that this statement shows the relation of the 
components to the whole — that is, the relation of each asset to 
[ total assets and each liability and capital item to total liabilities 
and capital An inspection of the statement yields such infoima- 
I tion as that on December 31, 1959, the curient assets were 65 1% 
I of total assets and that on the same day in 1960 they weie 60 2% 
I of the total. It should be boine in mind, howevei, that these per- 
centages show the relation of the current assets to total assets 
' in each year, they do not show the variation in the current assets 
fiom year to yeai In fact, upon leferiing to the original balance 
sheets, it will be seen that, although the percentage was lower 
in 1960 than in 1969, the current assets were actually highei The 
reason foi the deciease in the percentage in the common-size state- 
ment IS that the total assets increased proportionately more than 
total current assets, and the percentage on December 31, 1960, 
IS computed on a higher base than the percentage on December 31, 
1969 ^ 

- Thus, the compaiative common-size balance sheet, when lead 
hoiizontally, does not give information about the trends of the 
individual items but the trends of their relationship to the total 
It IS doubtful whether the observation of the tiends of these rela- 
tionships IS of any value to the analyst, because the total is af- 
fected by the variations in all its components, and theiefore the 
trends of the relationships are too complex for interpretation If 
it could be estabhshed in any particulai business that, for example, 
the inventory of merchandise should noimally be a certain per- 
centage of total assets, or that notes payable should noimally be 
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a certain peicentage of total liabilities and capital, the common- 
size balance sheet would be useful, but it is usually impossible 
to estabhsh such a norm 

It is possible, however, to compute the relative magnitude of 
each component of a subdivision of the balance sheet to the total 
of that subdivision Foi instance, it may be established in a certain 
case that the merchandise inventory should not normally exceed 
50% of current assets In such case the observation of the trend 
of the relationship of inventory to total current assets would be 
desirable 

THE C CORPORATION 
Balance Sheet 
December 31. 1960 


A^els 

CuHRENT Assets 


Cash 

$ 36,872 

3 5% 

Marketable securities 

35,000 

34 

Accounts leoeivable (customers)* 

167,690 

16 4 

Meichaiidise inventoiy 

387,265 

1,260 

37 9 

Piepaid expenses 

1 

Total current assets 

$ 627,077 

61 3% 

Fixed Assets * 

Land 

$ 82,500 

81% 

Buildings 

203,158 

19 9 

Furniture and fixtures 

96,760 

93 

Total fixed assets 

$ 381,418 

37 3% 

Deferred Charges 

$ 14,475 

$1,022,970 

14% 
100 0% 

Ltabihltes and Capital 

Current Liabilities 

Notes payable 

$ 83,750 

8 1% 

Accounts payable 

57,087 

56 

Accrued taxes and other expenses 

29,242 

28 

Total liabilities 

$ 170,079 

16 5% 

Capital Stock 

Prefeired stock (Pai, SlOO) 

$ 100,000 

9 8% 

Common stock (Pai, $100) 

500,000 

49 0% 

Total capital stock 

$ 600,000 

68 8% 

Retained Earnings 

1 262,891 
$1,022,970 

24 7% 
100 0% 

Sales 

$2,870,025 

281 4% 

* Net of allowances 




Fig 19. 
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From the above it is evident that the common-size balance 
sheet should be used only for the study of proportions in a single 
statement and not for the study of trends Even in the study of 
proportions in one statement, however, the common-size device 


THE B CORPORATION AND THE C CORPORATION 
Comparative Common-Size Balance Sheet 
December 31, 1960 


Asseti. 

Current Assets 
Cash 

Marketable securities 
Notes receivable (oustoraers) 
Accouats leceivable (custoniera)''' 
Meiohandise inventory 
Prepaid expenses 

Total cut rent assets 

Fixed Assets * 

Land 

Buildings 

Furniture and fixtures 
Delivery equipment 

Total fixed assets 

Deferred Charges 


Ltabilthes and Capital 

Current Liadilitibs 
Notes payable 
Accounts payable 
Accrued taxes and other expenses 
Total ouiient liabilities 

Funded Debt 
Fust-mortgage bonds 
Total liabilities 

Capital Stocr 
Preferred stock (Par, SlOO) 

Common stock (Par, SlOO) 


Retained Earnings 


Sales 

* Net of allowances 


The B Corp The C Corp 


4 5 % 3 6 % 

— 34 

21 9 16 4 

33 2 37 9 

6 1 
60 2 % 61 3 % 


112 % 8 1 % 

17 9 19 9 

83 03 

19 — 

39 3 % 37 3 % 

^ 14 % 

100 0 % 100 0 % 


5 % 81 % 

76 56 

46 28 

12 6 % 16 5 % 


112 % — 
23 8 % 16 5 % 


- 9 8 % 

67 8 % 49 0 

67 8 ^;, 58 8 % 

8 1 % 24 7 % 

100 0 % 100 0 % 

330 7 % 281 4 % 


Fig 20. 
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IS usually not satisfactory because it is hai dly possible to establish 
standard proportions, it is, therefore, not recommended foi gen- 
et al use 

'•^^Crfmparative Common-Size Balance Sheet 
of Tiio Enterprises 

The common-size balance sheet has also been suggested for 
the comparison of two business entei prises at a ceitain date Let 
it be assumed that it is desired to compare the financial position 
of The B Corpoiation with that of The C Coiporation as of 
December 31, 1960, perhaps as a basis for deciding which offeis 
the bettei prospects for profitable investment, and that for this 
pm pose a copy of the balance sheet of The C Corporation, illus- 
trated in Figuie 19, has been secured A comparative common-size 
balance sheet of the two enterprises as of December 31, 1960, 
may be constructed, as shown in Figure 20 

From the dollar magnitudes it is seen that the business of 
The 0 Corporation is on a larger scale than that of The B Corpora- 
tion, a fact which makes comparison difficult This difficulty is 
removed by translating the dollars into percentages, thus reducing 
the statements of these companies to a common size If the sales 
of The B Corporation during 1960 had been S883,017 and those 
of The C Corporation 12,870,626, then, although The C Corpora- 
tion had moie dollars of sales during 1960 than The B Corporation, 
it IS found that this volume was smaller in proportion to the 
amount of wealth invested in the enterprise, for the sales of The C 
Corporation were 281 4% of total assets, whereas those of The 
B Corporation were 330 7% of its total assets 

In like manner other items in the statements may be com- 
paied The investment m buildings of The C Corporation, for 
instance, represents a greater proportion of total assets than that 
of The B Corporation, while, on the other hand, the proportion 
of its liabilities to total habilities and capital is lower. By thus 
conveitmg the items in the statements to percentages, one is able 
to see more clearly the relative proportions of the financial ele- 
ments in the two compames than when the items are expressed 
in dollars 

/^Attention is directed to the fact, however, that the conclu- 
sions in regard to the relative success of these enterprises will be 
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valid only if their statements aic truly comparable The stated 
amounts of the assets of the two entei prises must be on leasonably 
similar bases, and the accounting methods used by them must not 
vary too greatly Information on these points is not usually avail- 
able to the external analyst, and unfortunately without it he may 
be comparing statements which are not comparably 

Horizontal and Vertical Analysis 

It has been demonstrated that the comparative balance sheet 
may be analyzed both horizontally and vertically The horizontal 
analysis consists of a study of the behavior of each of the entities 
m the statement — that is, its increases and decreases with the 
passage of time This is a dynamic type of analysis, foi it shows 
the changes which have taken place. The veitical analysis is a 
study of the quantitative relationships existing among the items 
at a particular date. It is a static type of analysis or study of posi- 
tioiy-' 

In studying the fixed assets of The B Corporation, it is ob- 
served that the comparative balance sheet shows that the stated 
amount of the fixed assets on December 31, 1960, was 38 2% 
greater than on December 31, 1959 Then, upon examimng the 
' comparative common-size balance sheet, it is found that on De- 
, cember 31, 1960, the fixed assets were 39 3% of total assets, 
whereas on December 31, 1959, they were 33.8% of total assets 
"^he horizontal analysis indicates the late of increase during the 
year, and the vertical analysis indicates what proportion of the 
assets were of the fixed type at the beginning and at the end of 
the year 

tw o types of analysis, horizontal and vertical, form the 
backbone of modern financial statement analysis technique It is 
important foi the analyst to become faimhar with the significance 
of each type No conflict exists between them, each gives its own 
peculiar kind of information Both kinds, static and dynamic, are 
necessary foi the complete analysis Howevei, the mere compu- 
tation of peicentages is not sufficient These percentages are used 
by the analyst as indicators, and their mdications must be inter- 
preted, the analyst must determine whethei the various propor- 
tions or changes are favorable or unfavorable 
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The Slide Rule 

From the foregoing it is seen that the technique of analysis 
consists to a laige extent of the computation of percentages This 
computation involves a considerable amount of arithmetic, which 
is often distasteful Fortunately a simple device is available to 
reduce the computations to an easy mechamcal piocess, that de- 
vice IS the slide rule Although the shde rule is the engineer’s 
constant aid, it has not usually been considered part of the ac- 
countant’s equipment, since most accounting arithmetic consists 
merely of addition and subtraction. In analysis woik, however, it 
IS necessaiy to use division in older to obtain percentages Such 
division is troublesome with pencil and paper but can be per- 
formed in an amazingly quick and easy manner with the slide 
rule The use of the slide lule for multiplication and division can 
be mastered by most persons in about half an hour,, 

V The objection that the slide rule gives approximations only is 
obviated by the fact that the analyst is not usually interested m 
carrying his percentages furthei than tenths of one per cent Since 
the 10-inch slide rule scale gives results collect to within about one 
pait in 1000, or one-tenth of one per cent, the slide rule is adequate 
for his purposes ^From Chapter 2 the leader will have learned 
tha^accounting statements are not stated in terms of absolute 
Vflues but are largely statements of opimon, so that the applica- 
tion of highly refined mathematical methods to the data contained 
therein is not warranted, in fact, it is actually misleading, because 
it gives an impression of precise measurement which is entiiely 
unjustified It will be noted that the computations^' this chap'tqt?/’ 
have not been carried out beyond tenths of a per cent'"” ' 
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Variation in Current Position 


A statement accounting for the vaiiation in the capital of a 
business enterprise between two successive closing dates by set- 
ting forth the variations in the balances of the asset and liability 
accounts and thus summaiizmg the changes in the position of the 
enterprise, as far as can be seen from the accounts^Vas presented 
in Chapter 6 Statements accounting for the vaiiation m the cur- 
rent position of the enterprise, are presented in this chapter^ , 

Fixed and Current Wealth 

T^e wealth possi^sed by a business may be classified into two 
distinct categories''^) the propeitics which are to be letained 
permanently in the enterpiise, such as land, buildings, and equip- 
ment, andv^ the properties which are not permanent but which 
are revolving fiom day to day, being acquired and disposed of in 
the process of carrying on the business, such as cash, receivables, 
and merchandise ’The investment in the second type of property 
is constantly changing its form in what is called the trading cycle 
cash, to merchandise, to receivables, and back to cash Account- 
ants call the permanent property fixed assets and the revolving 
property curjent assets Economists use the term capital as a syn- 
onym for propel ty, including property rights, and call the perma- 
nent form fixed capital and the revolving form current capital 
Businessmen and accormtants do not commonly use the term 
current capital, instead they refer to it as revolving, circulating, 
liquid, or working capital. 
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Working Capital 

The term working capital is used to signify not only wealth 
in the current form — that is, the euirent assets — but also the 
excess of current assets over curient habilities; Since the expres- 
sion has been used in two different ways, it becomes necessaiy 
when using it to explain which meamng is intended It is com- 
monly used by accountants to designate the excess of the current 
assets over the cunent habilities— theoretically, that amount of 
the cuirent assets which would lemain if all the current liabilities 
weie paid 

The excess of the assets of a business ovei its obligations 
lepresents the interest of the owner or owners in the business, 
this excess accountants call capital. They treat the current division 
of the balance sheet in a similar manner, calhng the excess of 
cuirent assets over cuiient liabilities the working capital 

When the term is employed as a synonym for “current assets,” 
it becomes necessary to find another to describe the excess of the 
curient assets over the current liabilities Those who use the term 
in this manner call this excess the net woiking capital 

/In this hool^'miking capital is used in the accountant’s sense 
of the excess of the cm'rent assets ovei the current liabilities 

Statement Accounting for Variation in Working Capital 

The statement to be given consideration first has for some 
time been designated by various titles contaimng the woi d funds, 
such as "statement of funds,” “statement of application of funds,” 
"statement of sources and disposition of funds,” and so forth 
The use of the word/unds in the title of the statements has caused 
considerable confusion because it is not clear just what is meant 
by funds Wiiteis have on various occasions explained the use of 
the word in this connection as leferimg to either (1) net resources, 
(2) working capital, or (3) cash Because it is possible to prepare 
a statement to meet the requirements of each of these three uses 
of the word funds, a statement on each of the three bases is ex- 
plamed^^in this book /The statement on the net resources oi capital 
basis has been desciibed under the title of “statement accounting 
for variation in capital”, the statement on the cash basis will be 
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considered latei in this chaptei with the title “statement account- 
ing foi vaiiation in cash ” 

Since the worlang capital of a business is the net of the bal- 
ances of the cm rent asset and cuiient hability accounts, the trans- 
actions that affect these accounts will obviously be the cause of 
the change in the working capital The noncuiient accounts af- 
fected by the contras to the debits and ci edits to the current 
asset and current liability accounts will indicate the causes of the 
variation in the working capital 

Thus, if a debit to either of the current asset accounts Cash, 
Notes Receivable, or Accounts Receivable has as its contia a 
credit to Sales, this fact indicates a sale of merchandise, while if 
the credit is to a fixed asset account, the sale of a fixed asset is 
indicated A credit to such an account as Interest Earned oi Rent 
Earned would indicate the earning of vaiious types of miscella- 
neous revenue A credit to Capital Stock would indicate the sale 
of capital stock, while a credit to Bonds Payable would indicate 
the sale of bonds, and so forth 

In similai manner, a credit to the current asset account Cash, 
01 to eithei of the current liabihty accounts Notes Payable oi 
Accounts Payable, might have as its contia a debit to an expense 
account, thus indicating that the payment oi recognition of an 
■expense had caused the decrease in worlang capital However, 
the debit might be to a fixed asset account, showing that the 
purchase or improvement of a fixed asset had caused the decrease 
in working capital Debits to the Bonds Payable and Capital 
Stock accounts would show that bonds had been ledeemed and 
capital stock letired, respectively, while a debit to Surplus with a 
contra to the cm rent habihty account Dividends Payable would 
indicate the declaration of a dividend, and so forth 

The transactions mentioned above are summarized as follows 

'"'Transactions inci easing working capital 
(Debits to cuiient asset and cuiient hability accounts, ci edits to 
noncurrent accounts ) 

Sales of merchandise 
Sales of fixed assets 
I Earning of imscellaneous revenue. 

Issue of stock 
Issue of bonds. 



VariaLion in Current Position 


99 


Transactions decreasing working capital 

(Debits to nonciirrent accounts, credits to current asset and cur- 
lent liability accounts ) 

(' ) Expenses 

fn Pm chases of and unpiovement m fixed assets. 

, Redemption of bonds 

- ,, Retnement of capital stock 

Dividends declared (except stock dividends). 

A summary of all the transactions affecting the working cap- 
ital would serve to account for the variation in the woiking capital 
of a business as between the beginning and the end of an account- 
ing period Such a summary may be prepared from the balance 
sheets as of the beginning and end of the peiiod, with the addition 
of the net income figure The use of additional data such as are 
contained m the income statement and the retained earmngs state- 
ment foi the period and supplementary schedules will make the 
statement more informative ^ 

Method No. 1 

Let it be assumed that the compaiative balance sheet oi posi- 
tion statement of The D Corpoiation as of December 31, 1959 and 
1960, its income statement for the year ended December 31, 1960, 
and its statement of retained eainmgs foi the year ended Decem- 
ber 31, 1960 are as shown in Figures 21, 22, and 23, respectively 
Fuither, let it be assumed that information has been obtained 
fiom the Corporation to the effect that during the year furniture 
which had cost $300 and had been depreciated $50 was sold for 
$225 

The preparation of the statement accounting for the vai ration 
in working capital is facilitated by the use of a woik sheet such 
as IS shown in Figuie 24 In the first pan of columns of the work 
sheet, the data of the two-yeai comparative balance sheet and the 
income statement for the yeai under consideration aie tabulated 
The second pan of columns is used to show the changes in the 
balance-sheet items 

Because every change in working capital affects a noncurrent 
account, if all the transactions of a business duimg a certain period 
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cither inci eased or deci eased the woikmg capital, the net of the 
changes m the balances of the noncurrent accounts would be the 
amount of the change in working capital, and a list of the changes 
111 these accounts would explain the change in woikmg capital 
However, ceitain tiansactions usually occui that do not affect 
the working capital To obtain a summary of the causes of the 
change m working capital, theiefore, all changes in the noncurrent 
accounts that did not affect working capital are eliminated. 


THE D CORPORATION 
Position Statement 
December 31, 1959 and 1960 


CUERENT As&BTS 
Cash 

Notes receivable 
Accounts receivable 
Less — ^Allowance loi bad debts 
Merchandise inventory 
Accrued income 
Piepaid expenses 

Total current assets 


Decembei 31, 1960 Decemboi 31, 1959 


I 6,019 
500 

? 5,120 

90 5,330 

12,100 

5 

100 
$21 654 


$ 6,()83 

m 5,623 

8,745 

200 
$18 157 


Current Liabilities 
Notes payable — ^Bank 
Notes payable — Othei 
Accounts payable 
Federal income tax payable 
Dividends payable 
Accrued expenses 
Deferred income 

Total ourieiit liabilities 
Working capital 


$ ,3,500 

100 

1,208 

2,705 

2,843 

1,395 

3,000 

1,400 

647 

610 

50 

100 

$11308 

$ 6,240 


$13,3 tfa $12,217 


Fixed Assets 
Furniture and fixtuies 

Less — ^Allowance foi depieciation 
Delivery equipment 

Less — ^Allowance foi depieciation 
Total fixed assets 


$12,782 

2,255 $10,627 

$ 6,500 

945 5,555 

$16,082 


Deferred Charges 

Organization expense 500 

Stockholders’ equity $29,928 


$ 7 960 

1,280 $ 6,670 


Represented by 
Capital stock 
Retained earnings 


$20,000 
9 928 
$29,928 


$14,000 

5,887 

$19,887 


Fig 21 
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In the thiid pair of columns all changes in the noncun ent 
balance-sheet items are ehimnated from the upper (“changes”) 
section of the work sheet by a reversal of the entry that caused 
the change What is not eliminated against other items in that 
section IS earned to the lower (“causes”) section, where the 
changes are analyzed in accordance with the information available 
with 1 aspect to their cause This has two results (1) from the 
income statement items are ehimnated the effects of the trans- 
actions that did not affect working capital, (2) the changes that 
did affect woiking capital aie given appropiiate desciiptions in 
the “other items” section 

In making the eliminations, any convement sequence may be 
used It IS suggested, howevei, that the ehminations with respect 

THE D CORPORATION 
Income Statement 
For Year Ended December 31, 1960 


Income 

Sales $48,675 

Interest earned 12 

Rent earned 600 

$49,287 

Deductions from Income 

Cost of goods sold $27,380 

Selling and administrative expenses 9,448 

Depreciation of furniture and fixtures 1,025 

Depreciation of deliveiy equipment 945 

Piovision for bad debts . 80 

Amortization of organization expense 500 

Loss on sale of furniture 25 

Provision foi federal income tax 2,843 

42,246 

Net income for the year $ 7,041 


Fig 22 


THE D CORPORATION 
Statement of Retained Earnings^ 
For Year Ended December 31, 1960 


Balance, January 1, 1960 $ 5,887 

Add — Net income for the yeai 7,041 

$12,928 

Leas— Dividend declaied Decembei 31, 1960 3,000 

Balance, December 31, 1960 | g 928 


Fig 23 
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Financial Statement Analysn, 
to the mfoimation supplementary to the balance sheet and income 
statement be made fitst m older to avoid the possibility of neglect 
of the matteis involved Theiefore, the process might well com- 
mence with the elimination of the change m the Retained Earnings 
account 

Fiom the information at hand m the case of The D Corpoia- 
tion, it is learned that the ciedit change m the Retained Earnings 
account is the result of (1) a ciedit foi net income amounting to 
$7,041 and a debit for the dividend of $3,000 The elimination 
requires the following two entiles 

(a) Retained eaimngs 7,041 

Net moome (Income Statement) 7,041 

This constitutes in effect a reversal of the entry that closed 
the net income into the Retained Earmngs account It eliminates 
not only part of the change in Retained Earnings fiom the bal- 
ance-sheet section, but also the net income figure from the income 
statement section, leavmg in the lattei section only the income 
and deductions from income which are part of the causes of the 
change m working capital. 

(b) Doolaratioa of dividend (Other Items) 3,000 

Retained eainings 3,000 

To complete the ehmmation of the change in Retained Earn- 
ings, this account is credited for the debit made therein for the 
dividend — ^in effect, another reversal of an entiy in Retained 
Earnings Since the declaration of the dividend was the cause of a 
decrease in working capital through the creation of the cuirent 
liability Dividends Payable, it is carried to the section for the 
“other items” that caused a change in woiking capital 

The mfoimation with respect to the sale of furniture may 
next be used This is done in the following manner 


(o) Furmiuie and fixtures 300 

Allowance for depreciation of furmtuic and fixtuies 50 

Loss on sale of fmnitme (Income Statement) 25 

Sale of fuimture (Othei Items) 225 


This m effect leverses the entiy made at the time of the sale 
of the furmture, with the exception that the effect of the mciease 
m working capital through the leceipt of $225 cash is credited 
to the “othei items” section, instead of to Cash 

As no other information regarding the changes in the fixed 
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piopeity accountR liab been given, it is assumed that the lemainmg 
increases in these accounts weie caused by pui chases These 
changes aie eliminated thus 


(d) Purchase of furniturp (Other Items) 5,132 

Furnituie and fixtures 6,132 

(e) Purchase of delivery equipment (Other Items) 6,500 

Delivery equipment 6,500 


The Cl edit change of |500 in the Oiganization Expense ac- 
count IS obviously an application of amoitization This had no 
effect on working capital and is eliminated by 

(f) Organization expense 500 

Amoitization of oiganization expense (Ineomo State- 
ment) 500 

The Cl edit changes now in the Allowance for Depreciation 
accounts represent the depreciation allowed for the period, and, 
since these allowances had no effect on working capital, they ai e 
eliminated by what constitutes icversals of the original entries 


(g) Allowance for depreciation of fuimture and fixtures 1,025 

Depreciation ot fuinituic and fixtuies (Income State- 
ment) 1,025 

(h) Allowance foi depreciation of delivery equipment 045 

Depreciation of delivoiy cqmpment (Income State- 
ment) 945 


The credit increase in the Capital Stock account is assumed 
to have been caused by the issue of capital stock for cash, thus 
increasing working capital. The elimination is 

(i) Capital stock 6,000 

Sale of capital stock (Other Items) 6,000 

It IS now found that the upper (“changes”) section of the 
woik sheet contains only changes in the current accounts, the 
changes in the noncurrent accounts having been eliminated The 
working capital changes are summarized m the fourth pan of col- 
umns The lower (“causes”) section of the woik sheet contains the 
information with respect to the causes of the changes m the work- 
ing capital, this information is also summarized in the fourth 
pair of columns 

The statement accounting for vaiiation in working capital 
(Figure 25) is now compiled fiom the lower part of the fouith 
pair of columns A comparative workmg capital schedule to sup- 
plement the statement accounting foi change in working capital 



THE D CORPORATION 

Statement Accounting for Vanalion in Workin 

g Capital 


Foi Year Ended December 31, 1960 

Wohking Capital Was Incebased by 


$48,675 


Interest earned 

12 


Rent earned 

600 


Sale of furniture 

225 


Sale of capital stock 

6,000 


Total increases 


$55,612 

WoEKiNG Capital Was Deceeased by 

Cost of goods sold 

$27,380 


Selling and admiriistiative e\ppiises 

9,448 


Piovision for bad debts 

80 


Provision for federal inoome tax 

2,813 


Declaration of dividend 

3,000 


Purchases of furniture 

5,132 


Purchase of dehveiy equipment 

6,600 


Total deoi eases 


51,383 

Increase in woiking capital 


$ 1,120 

Fig 25 


THE D CORPORATION 



Comparative W< 

aiking Cainl 

tal Schedule 


Detcmbci 

31, 1959 and 1960 




Deeembei 31 

Working 

Capital 


1960 

1959 

Inf ruase 

Decieasc 

CuEEBNT Assets 





Cash 

$ 6,619 
500 

$ 3,889 

$2,730 


Notes receivable 


500 


Accounts receivable (net) 

5,330 

6,623 


1 293 

Meiohandise mventoiy 

Accrued income 

12,100 

6 

8,715 

3,365 

6 


Prepaid expenses 

100 

200 


100 


$24,654 

$18,457 



Cdbeent Liabilities 





Notes payable — Bank 

$ 3,500 



3,600 

Notes payable — Other 


$ 100 

100 


Accounts payable 

1,268 

2,705 

1,437 


Fedeial inoome tax payable 

2,843 

1,395 


1,448 

Dividends payable 

3,000 

1,400 


1,600 

Aeciued expenses 

647 

540 


107 

Deferred income 

60 

100 

60 



$11,308 

$ 6,240 



WoEKiNG Capital 

$13,346 

$12,217 

$8,177 

17,048 

Increase in woilang capital 




1,129 




$8,177 

$8,177 


Fig 26 
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may be compiled fiom the upper pait of the fouith pair of columns 
and arianged as in Figure 26 '■ 

An alternative foim of the statement accounting foi variation 
in woiking capital is shown in Figure 27 In this foim the causes 
of changes in woiking capital aie classified into two gioups (1) 
operations, and (2) other causes 

THE D CORPORATION 

Statement Accounting for Vaiiation in Woiking Capital 
For Year Ended December 31, 1960 


VVoEKiNG Capital Was Increased by Operations 
Income 

Silos IPS, 675 

Intel esfc oainecl 12 

Rent onmed bOO $49,287 

Deductions fiom Income 

Cost of goods sold $27,380 

Selling and ndministiative expenses 9,448 

Provision for bad debts 80 

Pi ovi^ion foi fedeial income tax 2,843 39,751 

Increase by opeiations $9,536 

Working Capital Was Decreased by Other Causes 
Declaration of dividend $ 3,000 

Purchase of furmtuie 5,132 

Pui chase ol dehveiy equipment 6,600 

Decrease by othei causes 114,632 

WoRKiNQ Capital Was Increased by Other Causes 
Sale of fuinituio $ 225 

Sale oi capital stock 6,000 

Incioase by other causes 6,226 

Net deciease by othei causes 8,40 7 

Inci ease m working capital $I 129 


Fig 27 


Purpose of the Statement 




Although, as the title implies, the statement accounting for 
variation m woiking capital accounts for the difference in the 
voiking capital at the beginning and end of a period, the object 
1 The work sheet may be abiidged by omitting the balance-sheet amounts, com- 
inencmg with the balance-sheet changes, and placmg the income-statement data 
thereundei, thus requiring only thiee pans of columns A fuithoi abridgment may 
be made by listing the woikmg capital instead of the current assets and ouirent 
liabilities, thus making it necessary to compile the comparative working capital 
schedule fiom anothei somoe Since the unabiidged woik sheet is more undei stand- 
able, the abiidgments are not lecommended tor use by the student 



108 


Financial Slalemenl Analysis; 
in preparing this statement is not the verification of the woikmg 
capital figuie as of the end of the peiiod but lather to obtain a 
review of the financial activities of a business that have caused a 
change in working capital and thus in current position. Since most 
of the financial transactions affect the working capital, a summary 
of the causes of the change in working capital provides a valuable 
survey of significant financial events 

There are, however, various uncommon transactions which 
may be significant in certain cases but which do not come within 
the scope of the statement because they do not affect the working 
capital Examples of such tiansactions are acquisition of fixed 
assets by issue of stock, conversion of bonds into stock, and dec- 
laration of a stock dividend Such transactions would be observed 
m the process of making the eliminations in the woik sheet 

For example, the acquisition of a building by issue of stock 
would require the elimination 

Capital slock 
Building 

The elimination for the conversion of bonds into stock would be 

Capital block 
Bonds payable 

For the stock dividend it would consist of 

Capital stock 
Ret.uned earnings 

The analyst might mention these events in notes to the statement 
accounting for variation m working capital. 

Slatemenl Accounting for Variation in Working Capital 
in External Analysis ^ 

The statement accounting for variation m working capital 
can be prepared by the external as well as the internal analyst, 
although some of the mfoi matron obtained from sources othei 
than the balance sheet and income statement may be lacking 
This mf 01 matron is particularly concerned with changes in re- 
tained earmngs and disposition of fixed assets When it is lacking, 
the statement will be obscure in this respect However, where 
a coiporation’s securities are sold m a public market and it 
therefore submits its statements to the Securities and Exchange 
Commission, most of this information can be obtained The data 
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T egardmg changes m Surplus are found in the Statement of Sui - 
plus Data as to changes in fixed assets are found m the Schedule 
of Property, Plant, and Equipment (Schedule V of Form 10-K) 
and the Schedule of Reserves for Depreciation, Depletion, and 
Amortization of Property, Plant, and Equipment (Schedule VI 
of Foim 10-K) Information regarding the gam oi loss on disposal 
of fixed assets is now usually included in the income statement 

Method No. 2 

If m a certain instance it is found undesirable to include in 
the statement accounting for variation in woiking capital the 
details of the sources of income and the deductions theiefrom, or ' 
if_the_ .income statement should not be available to the analyst V 
but the amount of the net income is known, the work sheet may 
be pi spared as in Figure 28 

In place of the income statement section, this work sheet has 
a section for “income and income adjustments ” The credit foi 
elimination (a) is earned to this section, as aie also the various 
eliminations applying against income statement items — ^in the 
case of the D Corporation, eliminations (c), (f), (g), and (h) Under 
this method these eliminations become adjustments of the net 
income figure The remaining eliminations are treated as m the 
work sheet illustiated m Figure 24 

The statement produced by the method here outhned is illus- 
trated in Figure 29. 

Advantages and Disadvantages of Method No. 2 

Method No 2 is preferred by some because the resulting 
statement is related to the income statement by its showing of the 
net income This form, however, has a disadvantage in the “add- 
ing back” to the net income of the deductions from income which 
did not affect the working capital, for it is difficult for those not 
familiar with accounting to understand why this is done It should 
be remembered that this statement is intended primarily for busi- 
ness executives, stockholders, and others who do not necessarily 
understand accounting Under Method No 1, the deductions from 
income not affecting working capital do not appear in the state- 
ment, since they are eliminated in the work sheet. 
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THE D CORPORA riON 

Stalement Accounting for Variation in Working Capital 
For Year Ended December 31, 1960 


Working Capital Was Incheased by 
Net meome (pet iiipomp statement) $7,041 

Add — Adjustments for deduptions from income ninth 
did not affect wot king capital 

Loss on sale of turnitui e 25 

Amortization of organization expense 500 

Depieciation of furniture and fixtures 1,025 

Depreciation of delivery equipment 945 

Net income, as adjusted $9,536 

Sale of furniture 225 

Sale of capital stock 6,000 

Total increases $15,761 


Working Capital Was Decbeaseh by 


Deolaiation of dividend $1,000 

Purchase of furnituie 5,132 

Pure haae of deliveiy equipment 6,500 

Total decreases 14 63'2 

Increase in working capital $ 1,129 


Fig 29 


Depreciation an Alleged Source of Funds 

The corporations that include the foim of statement obtained 
by Method No 2 m their annual repoits to stockholders usually 
do not explain why depreciation is added to the net income Also, 
many use the word funds in place of working capital A typical 
illustration is 

Funds provided by 

Net meome (per income statement) xxxx 

Depreciation xxxx 

(file) 

Since in common pai lance "funds” means cash, the reader 
of such a statement who is not tramed in accounting natuially 
assumes that cash was piovided by depreciation Many instances 
of this assumption can be cited There is, for example, the case 
of a well-known business executive who stated in a published 
interview that his business had over a certain period of time ac- 
quired several millions of dollars through depreciation Also, a 
certain newspaper once leported that corporations were obtaining 
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BO much money from depreciation that they requited no additional 
hnancing Then there is the research study by an economist who 
compiled statistics by the use of “funds” statements and came up 
with the amazing conclusion that in a ceitain year about five 
billion dollais were obtained in the United States through depie- 
ciation 


The Fallacious Fixed Asset Replacement Fund Theory 

Some economists, accepting the dictum that depreciation is 
a source of funds, have developed the theory that depreciation 
provides for the replacement of the fixed assets It runs somewhat 
as follows The fixed assets are consumed by the process of wear 
and tear and are therefore decreased. The working capital is in- 
creased each period to the extent of the amount by which depre- 
ciating assets are decreased Therefore, depreciation provides a 
fund of wealth which may be used for the replacement of the 
assets that have been consumed 

Because of the constant rise in the price level in lecent years, 
replacements can usually be effected only at costs which are higher 
than the costs of the assets replaced Management is therefore 
faced with the problem of obtaimng sufficient funds for such re- 
placement. As a solution to this problem, various economists have 
argued that, since depreciation provides the funds foi the replace- 
ment of the fixed assets that have been consumed, business has 
not been provided with sufficient funds by depreciation on the 
basis of the cost of the exhausted assets, and that, in order to 
obtain adequate funds with which to purchase leplacements on 
the higher puce level, the amount of the depreciation should be 
increased The reader will here recogmze the concept of “economic 
depieciation” mentioned in Chapter 4 

The following illustiation will seive to dispel the notion that 
woiking capital is obtained through depreciation 


Net sales 


$200,000 

Cost of goods sold 


85,000 



$115,000 

Selling, general, <uid admmibli ative expenses 

$80,000 


Depieoiation 

15,000 

95,000 

Net income foi the yeai 


$ 20,000 
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The cost of goods sold and the selling, general, and adminis- 
trative expenses weie paid for, in the main, out of sales revenue. 
However, no disbursement of cash was requiied foi the deprecia- 
tion, assuming that the assets depreciated were paid foi in previous 
periods. Therefore, in ordei to calculate the amount of working 
capital provided by operations during the period, it is necessaiy 
to eliminate or “add back” the deduction foi depreciation Thus, 
the working capital provided was $35,000 ($20,000 -|- $15,000). 
In other words, it may be said that the provision of working 
capital exceeded the net income (on the acciual basis) by $15,000 
The woilang capital piovided in the illustrative case would 
be the same $35,000 if depreciation had been ignored The result- 
ing income statement would be 


Net sales S200,000 

Coat of goods sold 85,000 

$115,000 

Selling, geneial, and administrative expenses 80,000 

Net meome for the year $ 35,000 


No elimination or “adding back” is required under these 
conditions, and the net income coincides with the piovision of 
working capital. It is thus seen that depreciation does not provide 
“funds” or woiking capital, it is merely a matter of cost allocation, 
as explained in Chapter 2 

Another argument advanced for increased depreciation is 
that if the depreciation were increased the net income would be 
less, therefore, less dividends would be paid and there would be 
more funds available for the replacement of fixed assets However, 
that less dividends would be paid would not necessarily follow 
It would be so only if the corporation had no retained earmngs 
accumulated from prior years. 

The managerial problem of the replacement of fixed assets 
at higher costs cannot be solved by manipulating the depreciation 
charge It is a problem of obtaimng additional cash This can be 
done m any one of several ways, such as (1) additional investment 
by the owners, (2) retention of earnings m the business, and (3) 
increasing the revenue by raising the sales puces However, the 
raising of sales prices is not always feasible, particularly in a com- 
petitive market. 
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Statement Accounting for Variation in Cash 

A statement of financial events may be made not only by 
accounting for the vaiiation in woiking capital, but by an account- 
ing for the variation in the cash balance between the beginning 
and end of a period Such a statement is particularly useful to the 
internal analyst who is required to explain to management the 
souices of cash and its disposition during a particular peiiod of 
time The external analyst will not find it so useful, because he 
does not have access to the accounting records to obtain certain 
information which is necessary for its satisfactoiy completion 
The statement, however, may be compiled externally, as will be 
shown later, but wanting m various details. 

Applying the method used in preparing the statement on the 
woi king-capital basis, all balance-sheet changes except that in 
Cash are eliminated The work sheet for the prepaiation of the 
statement on the cash basis is shown in Figuie 30, from which 
it IS seen that eliminations (a), and (c) through (i) are similar 
to those in the work sheet on the working capital basis 

Elimination (b) foi the dividend declared takes the form of a 
complete elimination, because the declaration of a dividend, al- 
though it deci eases woiking capital, does not affect cash The 
elimination is 

(b) Dividends payable 3,000 

Retained earnings 3,000 

The provision for bad debts does not affect Cash, theiefoie, it 
IS eliminated by 

0) Allowance for bad debts 80 

Piovision ioi bad debts (Income Statement) 80 

The balance in the Allowance for Bad Debts was $60 at the 
beginning of the period and, aftei making an allowance of $80, the 
balance was $90 Theiefoie, the amount of bad debts written off 
during the period was $50 This did not affect Cash, and therefore 
it is eliminated by 

(k) Accounts leceivable 50 

Allow ance loi bad debts 50 

The item IS! otes Payable — ^Bank indicates that a loan was ob- 



116 Financial Slaternent Analysis 

tained by discounting the coiporation’s own note As cash was 
increased by this tiansaction, the elimination is 

(1) Notes payable — Bank 3,500 

Loan fiom bank (Othoi Items) 3,600 

The dividend payable at Decembei 31, 1959 was obviously 
paid during 1960, thus decreasing Cash The elimination of the 
change in the item Dividend Payable is completed by 


(m) Payment ol 1959 dividend (Othei Items) 1,100 

Dividend payable 1,400 

The merchandise mventoiy change is eliminated by two en- 
tries 

(ii) Merchandise inventory 8,745 

Cost of goods sold (Into ne SUtoiiient) 8,745 

(o) Cost of goods sold (Income Statement) 12,100 

Moi ohandise in ventoi y 1 2, 100 


Elimination (n) lemoves the initial mventoiy, and elimina- 
tion (o), the final mventoiy, fiom the cost of goods sold, leaving a 
balance of $30,735, which represents the amount of the merchan- 
dise purchases — one of the causes of decrease in cash The follow- 
ing will demonstrate this 


Meioliandise inventory, January I, 1960 $ 8,746 

Purchases 30,735 

830,480 

Meichandise mventoiy, December 31, 1960 12,100 

Cost of goods sold 127,380 


The change m Federal Income Tax Payable is eliminated by 
two entries (p) for the 1959 tax which was paid m 1960, and (q) 
for the 1960 tax, which did not affect cash. 


(p) Payment of 1959 federal mcome tax (Other Items) 1,395 

Federal income tax payable 1,395 

(q) Federal income tax payable 2,813 

Federal income tax (Income Statement) 2,843 


The lemainmg changes, other than that m cash, must now 
be eliminated These ehmmations aie necessary to convert the 
data obtained from the financial statements — which are on the 
acciual basis — to the cash basis, on which the statement is pre- 
paied Of these changes, three are i elated to the increase in cash 
and three to the decrease in cash Those related to the increase in 
cash are. changes m receivables, accrued income, and deferred 
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income, those i elated to the decrease in cash are changes in pay- 
ables, piepaid expenses, and accrued expenses The elimination 
of these changes with consequent adjustment of income and ex- 
pense items will now be leviewed 


Adjustments of the Cash Increase 

Receivables 

An increase in leceivables indicates an excess of the stated 
income on the acciual basis over the amount collected, therefoie, 
the increase is deducted from such income to adjust it to the cash 
basis A decrease in receivables indicates an excess of collection 
of income over the stated amount on the acciual basis, therefoie, 
the deciease is added to the income to adjust it to the cash basis 

" Accrued Income 

An increase in accrued income indicates that a portion of the 
income included in ceitain income accounts on the accrual basis 
has not been collected, therefoie, the amount of this increase is 
deducted from the appiopiiate income items to adjust them to the 
cash basis. A decrease in acciued income indicates the collection 
of some income accrued m a piior period, therefoie, the amount of 
this decrease is added to the appropriate income items to adjust 
them to the cash basis 

y 

Deferred Income 

An increase in deferred income indicates that income has been 
collected which is not included in certain income accounts on the 
accrual basis, therefore, the amount of this mciease is added to the 
appropriate income items to adjust them to the cash basis A 
decrease m deferred income indicates that income leceived prior 
to the period under review is included m certain income accounts 
on the accrual basis, therefoie, the amount of this decrease is 
deducted from the appiopriate mcome items to adjust them to the 
cash basis 
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Adjustments of the Cash Decrease 


Payables 

An increase in payables indicates that a portion of the sums 
indicated as expenses or pui chases of meichandise oi othei assets, 
on the accrual basis, were not paid foi , therefore, the amount of 
this increase is deducted from the appropiiate items to adjust them 
to the cash basis A decrease in payables indicates an excess of pay- 
ments over the stated amount of expenses or purchases of mei- 
chandise 01 other assets, on the accrual basis, therefore, the 
amount of this decrease is added to the appiopriate items to ad- 
just them to the cash basis. 


Prepaid Expenses 

An increase in prepaid expenses indicates that a certain por- 
tion of the expenses paid for during the peiiod under review are 
not included in the expenses on the accrual basis, therefore, the 
amount of this increase is added to the appropriate expense items 
to adjust them to the cash basis. A decrease in prepaid expenses 
indicates that certain expenses paid foi in a prior period are in- 
cluded in the expenses on the acciual basis, therefore, the amount 
of this decrease is deducted from the appropriate expense items 
to adjust them to the cash basis 


Accrued Expenses 

An increase in accrued expenses indicates that sums included 
in the expense accounts on the accrual basis have not been paid 
for m the period under review, therefore, the amount of this in- 
crease is deducted fiom the appropriate expense items to adjust 
them to the cash basis A decrease in acciued expenses indicates 
that certain expenses that were accrued in a prior period were paid 
foi in the period under review, therefore, the amount of this de- 
crease IS added to the appropriate expense items on the accrual 
basis to adiust them to the cash basis 
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Summary of Adjustmenls 


Item 


Receivables 

Inciease 

Decrease 

Acciued income 

Inciease 

Decrease 

Defeired income 

Inciease 

Deciease 

Payables 

Increase 


Deciease 

Piepaid expenses 

Increase 

Deciease 

Accrued expenses 

Inciease 

Decrease 


Deduct from income 
Add to income 
Deduct liom income 
Add to income 
Add to income 
Deduct from income 
Deduct fiom expense oi pui- 
chases of meichandise oi 
othei assets 

Add to expense oi pui chases 
of merchandise or othei 
assets 

Add to expense 
Deduct from expense 
Deduct from expense 
Add to expense 


AddiUonal Adjustments for the Illustrative Case 


The additional adjustments to be made m the work sheet of 
The D Coipoiation are as follows 

The $213 decrease in Accounts Receivable was in an account 
that arose from the sale of merchandise The elimination is 

(r) Aocounts locoivable 213 

Sales 213 

The $500 increase in Notes Receivable represents the un- 
collected poition of a stock subscription The ehmmation is 

(s) Sale of capital stock (Other Items) 500 

Notes icceivablc 500 

The $5 increase in Acciued Income is for inteiest. The elim- 
ination IS 


(t) Inteiest earned 5 

Acciued income 5 

The $50 decrease in Deferred Income is for lent The elim- 
ination IS 

(u) Rent earned 60 

Deferred income 


60 
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The 1100 deciease m Notes Payable — Other is for purchase 
of merchandise m a piioi peiiod The elimination is 

(v) Cost of goods sold 100 

Notes payable— Other 100 

The $1,437 decrease m Accounts Payable is for Meichandise 
Purchases, $1,000, and for Selling and Administiative Expenses, 


$437. The ehmination is 

(w) Cost of goods sold 1,000 

Selling and administiative expenses 437 

Accounts payable 1,437 

The $100 deciease in Prepaid Expenses is for Selling and 
Administiative Expenses The ehimnation is 

(x) Prepaid expenses 100 

Selling and admmistiative expenses 100 

The $107 mciease in Accrued Expenses is foi Selling and 
Administiative Expenses The elimination is 

(y) Accrued expenses 107 

Selling and administrative expenses 107 

The statement accounting foi vaiiation in cash obtained 


from the fourth pan of columns in the lower pait of the work 
sheet in Figure 30 is shown m Figure 31 

THE D CORPORATION 
Statement Accounting for Variation in Cash 
For Year Ended December 31, 1960 


Cash Was Incbba&bd by 

Sales $48,888 

Interest earned 7 

Rent eained 560 

Sale of furniture 225 

Sale of capital stock 5,500 

Loan from bank 3,500 

Total mcieasea $58,b70 

Cash Was Dbcr-eased by 

Purchase of meichandise $30,835 

Selling and administrative expenses 10,078 

Purchase of furniture 5,132 

Purchase of delivery equipment 6,600 

Payment of 1959 dividend 1,400 

Payment of 1959 federal income tax 1,395 

Total decieases 66,040 

Increase in cash $ 2,730 


Fig 31 



Comparison of the Statements on the Working Capital 
and Cash Bases 

Upon comparing the statement on the working capital basis 
(^(Figure 25) Hvith that on the cash basis QFigure 31), it is seen that 
these statements contain essentially the same stoiy of financial 
events The existing differences aie caused hy the fact that in the 
case of the statement on the cash basis, the data obtained from 
the financial statements on the acciual basis are conveited to the 
cash basis Not only are the figmes modified by the adjustments 
enumerated above, but there are other differences 

'‘(f) The loan from the bank which does not change the 
amount of working capital does increase the cash 

v(2) Instead of the cost of the goods sold on the working 
capital basis, only the purchase of meichandise is listed on the 
cash basis, since other changes m the merchandise inventoiy do 
not affect cash 

•J^) The provision for bad debts, which affects working capi- 
tal, does not affect cash 

''(4) A dividend affects working capital when it is declaied, 
it affects cash only when paid 

•/(5) The federal income tax affects working capital when it is 
recorded, it affects cash only when paid 

It should be noted that the statement on the woiking capital 
basis is consonant with the accrual basis of accounting. Attention 
is also diiected to the fact that the statement on the cash basis 
IS not a statement of cash receipts and disbursements but an 
enumeration of the net effect of vaiious kinds of business events 
on the cash 

The Statement Prepared Externally 

The external analyst, not havmg access to the information 
necessary for making adjustments ,"(r) to (y) as in Figure 30,'' will 
have to content himself with brmging the contias to eliminations 
(i) to (y) to a section for adjustments of the cash increase and 
the cash deciease at the bottom of the work shee^as in Figure 32. 
The lesulting statement will be as in Figuie 33 
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THE D CORPORATION 
Statement Accounting foi Variation in Cash 
For Year Ended December 31, 1960 


Interest earned 


12 

Rent earned 


600 

Sale of furniture 


225 

Sale of capital stock 


6,000 

Loan from bank 


3,500 

$59,012 

Add — Dooiease in Accounts receivable 


213 

$59,225 

Less — Increase m Notes receivable 

$ 500 


Increase m Accrued income 

6 


Decrease in Deferred income 

50 

555 

Total intreases 



Ci.sH Was Decreased by 

Purchase ot merchandise 


$30,735 

Selling and administrative expenses 


9,448 

Purchase of furniture 


6,1,32 

Purchase ot delivery equipment 


6,500 

Payment of 1969 dividend 


1,400 

1,395 

$54,610 

Payment ot 1959 federal income Ux 


Add — Decrease in Notes payable — Other 

t 100 


Decrease in Accounts payable 

1,437 

1,637 


$56,147 

Less — Decrease in Prepaid expenses 

$ 100 

Increase in Accrued expenses 

^ 

207 

Total decreases 




Increase in cash 




Fig 33 


Some call this statement the “cash-flow statement” and di- 
vide it into the two sections, ‘'cp,sh piovided” and “cash applied,” 
in the manner of those who call the statement here called the 
“statement accounting foi vaiiation in working capital” the 
“statement of application of funds,” with the two sections “funds 
provided” and “funds applied ” The businessman may well won- 
der what the difference is betw'^een the two statements, one of 
which shows the provision and application of funds and the other 
the provision and application of cash. 
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Comparison of Income Statements 


The income statement summarizes the operations of a busi- 
ness during a specific period of time and shows the result of such 
operations in the form of net income or net loss. By a comparison 
of income statements foi successive peiiods it is possible to ob- 
seive the progress of a business Therefoie, this chapter and the 
next will be devoted to an exposition of the various devices at the 
disposal of the analyst for the study and comparison of successive 
income statements < 

t Comparative Income Statement 

The comparative income statement contains the same col- 
umns as the comparative balance sheet and provides the same 
t3rpe of information the account balances, the dollars of increase 
or decrease, and, if desired, the percentages of increase oi decrease 
‘Figure 34 illustrates the comparative income statement of The 
E Manufacturing Corpoiation for the three years ended December 
31, 1960. This statement is supplemented m Figure 35 by a com- 
parative statement of cost of goods manufactured and sold, which 
gives the details of the figures for cost of goods sold shown in the 
income statement. 

»«‘''iHOTizontal Analysis 

The percentages shown m Figures 34 and 35, by measuring 
the changes m the items across the years, provide a basis for hori- 
zontal analysis. For example, from Figure 34 it is seen that m 
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$834,250 $721,456 
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$ 88,851 $ 70,742 $ 70,956 $ 18,109 
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1951 net sales (net of discounts, leturns, and allowances)^ in- 
creased 15 5% over 1959, while cost of goods sold inci eased only 
4.5% but selhng expenses increased 25 9%, that is, net sales in- 
cieased 11 0% more than cost of goods sold, and selling expenses 
increased 10 4% more than net sales Figure 35 shows that during 
1960 the cost of raw materials used increased 18 5%, direct laboi 
increased 50.8%, and manufacturing expenses increased 113% 
over 1959 

ClThe percentages serve the purpose of focusing attention on 
the changes that have occuned, impoitant or unusual changes will 
then be investigated and intei preted in the light of economic 
facts ’y 


■^ertical^^alysis 


In Figure 36 the comparative income statement of The E 
Manufacturing Corporation (in condensed foim) is shown with 
percentages of net sales These peicentages provide a vertical 
measurement of the relation of each item to net sales For exam- 
ple, in 1959 the cost of goods sold was 65 3% of net sales, whereas 
in 1960 it was 59 0%, in 1959 the selling expenses were 13 0% of 
net sales, whereas in 1960 they were 14 0% 

The statement in Figure 36 is supported by the schedules m 
Figure 37, which show the components of the various expense and 
income groups The appended percentages show the relation of 
each kind of expense or income to the total of the group of which 
it is a part. For example, in 1959 advertising was 10 4% of selhng 
expenses, while in 1960 it rose to 13 4%, in 1959 salesmen’s salaries 
were 56 0% of selhng expenses, wheieas they fell in 1960 to 53 3% 
As m the case of the horizontal percentages, the vertical per- 
centages are not an end in themselves but serve as indicators that 
require interpietation in the light of the underlying causes. In the 
case of The E Manufacturing Corpoiation, it would be necessary 
for the analyst to seek an explanation as to why advertising ex- 
penses became a larger portion of selling expenses in 1960 than m 

^ Net sales may be either net of returns and allowances or net of discounts, 
returns, and allowances The latter foim is usually the one available to the exteinal 
analyst, being preferred in statements prepaied for the geneial public 



Compai ison of Income Statements 133 

1968 and 1959, and salesmen’s salaries a smaller portion He must 
then decide whether these are favorable or unfavorable indica- 
tions ^ 

Relation of Expenses to Sales 

A significant lelationship exists between the expenses and the 
sales volume This relationship is more important in the case of 
some kinds of expense than m the case of others Foi example, a 
consideiable mciease in sales activity would usually affect selling 
expenses, perhaps m the foim of salesmen’s salaries and commis- 
sions, delivery expense, and even rent if additional space is re- 
quired to do business Admimstrative expenses aie not so sensitive 
to changes in sales activity as aie selling expenses An expansion 
of the sales volume might not necessitate an inciease of the ad- 
ministrative force However, a peisistent increase in activity, 
causing a considerable expansion of the entei prise, would sooner 
or later affect the adrmmstrative expenses also The financial 
expenses aie usually least affected by changes in sales volume 
They rather reflect financial policies, but a continued expansion 
of a business would ultimately affect them also, as when it be- 
comes necessaiy to incui additional mteiest expense in order to 
finance increased activity 

The analyst is interested in the vaiiation of the expenses in 
relation to the variation in sales because relative changes often 
reflect the ability of the management to adjust itself to vaiying 
conditions For example, when sales are declining, it would be an 
indication of good managerial ability to find the selling expenses 
cut to a point that con elates approximately with the movement 
of sales Studying manageiial ability plays an important part m 
the interpretation of the condition of an enterprise. 

^ Relation of Cost of Goods Sold to Sales 

The relative changes in the cost of goods sold and the price, 
at which they are sold are of interest to the analyst because the 
diffeience, oi “spread,” oi “markup,” between these items yields 
the gross margin, which must be sufficiently large to cover ex- 
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penses and leave a satisfactory net income In addition to being 
affected by variations m cost of materials and, in a manufacturing 
business, in labor and mamifactuimg expenses, cost of goods sold 
IS often affected by variations m the volume of sales, because such 
vaiiations will affect the size of the individual orders for goods 
pui chased and so the price at which they are obtame^ Since the 
percentage of vai ration m cost is not necessarily m proportion to 
variation m sales, these two variables require observation 

/" 

Common-Size Income Stalement 

The vertical percentages m the comparative income state- 
ment constitute a common-size income statement sinnlar to the 

THE E MANUFACTURING CORPORATION 
Comparative Common-Size Income Statement 
For Years Ended December 31, 1958, 1959, and I960 

Cost of goods sold 
Selling eKpensoa 

General and administrative expenses 
Income deductions 
Federal income tax 

Deduct 
Other income 

Net income foi the year 

Fig 38 

common-size balance sheet shown m Figure 18 In the common- 
size balance sheet, each asset is compared with total assets, and 
each liability and capital item is compared with total liabilities 
and capital, in other words, the relation of each part to the whole 
is indicated In the common-size income statement, the various 
parts are likewise compared with the whole, that is, the total 
income from sales is divided into its forms of disposition The 
common-size income statement may be arranged as m Figure 36 
or as in Figure 38, the latter form emphasizing the fact that it is 
an accountmg for the use of the income from sales The disposition 
of the sales dollar may be shown m graphic fashion as m Figure 39 


1960 1950 1958 

69 0% 65 3% 62 1% 

14 0 13 0 14 0 

66 65 70 

5 8 8 

98 60 65 

89 9% 916% 90 4% 

7_ 1 6 9_ 

89 2 % 90 0% 89 6% 

10 8 10 0 10 5 

100 0 % 100 0 % 100 0 % 
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Fig 39 Disposition of the sales dollar. The E Manufacturing 
Corporation, year ended December 31, 1960. 

Horizontal Reading of the Comparative Common-Size 
Income Statement 

In the discussion of the comparative common-size balance 
sheet it was stated that a horizontal reading yields the trend of 
the relationship of, for example, the merchandise inventory to 
total assets and not the tiend of the item itself It was further 
shown that it is doubtful whether the study of the trend of such 
a relationship or ratio is of any value to the analyst, since the 
item “total assets” is affected by the variation in each of the assets 
of the business, and therefore the tiend of the relationship is too 
complicated for interpretation This objection, however, does not 
apply to the horizontal readmg of the compaiative common-size 
income statement, for the base, net sales, represents simply the 
income from sales A horizontal reading of, for example, the ratios 
of selling expenses to sales over a number of periods can be inter- 
preted, it reveals the trend of the distribution of sales income to 
one of the factors operating to produce it 
/ 

Common-Size Income Statement of Two Enterprises 

The income statements of two enterprises may be compared 
in the same manner as then balance sheets Figure 40 illustrates 
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the comparative common-size income statement of The F Cor- 
poration and The G Corporation From this statement it is learned 
that The 0 Coiporation has a lower ratio of cost of goods sold per 
dollar of sales than The F Corporation has, with the result that 
it has a highei percentage of gioss margin On the other hand, all 
the expenses pei dollar of sales of The F Corporation aie lowei 
than those of the G Corporation These lower expense rates give 
the F Corpoiation the better final result in higher net income 
In comparing the income statement of two enterprises, the 
same fundamental problem is faced as m the comparison of two 
balance sheets It is necessaiy to determine whether or not the 

THE F CORPORATION AND THE G CORPORATION 
Comparative Common-Size Income Statement 
For Year Ended December 31, 1960 



F Coip 

GCorp 

Sales 

100 0% 

100 0% 

Cost of goods sold 

66 1 

48 3 

Gross maigin 

43 9% 

617% 

Selling expenses 

13 1 

19 5 


30 8% 

32 2% 

General and administrative expenses 



(including federal income tax) 

25 7 

26 0 


51% 

6 2% 

Other expenses 

3 0 

5 1 

Net income for the year 

2 1% 

11% 


Fig 40 

assets are stated on a similar basis and whether or not the same 
accounting methods are used In a trading concern, the cost of 
goods sold is affected only by the basis on which the inventory is 
stated, while m a manufacturmg enterprise it is affected by both 
that of the inventoiies and that of the fixed assets because the 
cost contains depreciation. 

*^mplemcntary Nature of the FTorizontal 
and Vertical Analysis 

It has been shown that the comparative income statement, 
like the comparative balance sheet, may be analyzed in two ways 
— horizontally and vertically The horizontal analysis shows the 
rate of change m the factors affectmg income, and the vertical 
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analysis shows the distribution of the income fiom sales among 
the factois functiomng to pioduce it Here, as in the case of the 
balance sheet, no conflict exists between the two kinds of analysis , 
each serves a difterent purpose ^ 

In the case of The E Corporation, it is seen fiom the vertical 
analysis (Figure 38) that in 1959 the cost of goods sold was 65 3% 
of net sales, while in 1960 it dechned to 59 0% The reason for the 
decrease is to be found in the horizontal analysis (Figure 34), for 
m 1960, while sales increased 15 7% over 1959, the cost of goods 
sold inci eased only 4 5%. Similarly, it is seen that selling expenses 
were 13 0% of net sales in 1959 and that m 1960 they rose to 
] 4.0% This increase is due to the fact that m 1960 selling expenses 
rose at a higher rate than sales, the selling expenses rising 26 9% 
and the sales rising 15.7% 

The foregoing illustrates the complementary natuie of the 
two kinds of analysis The horizontal reading of the ratio of selling 
expenses to net sales showed that this ratio had iisen This in- 
crease might have been due to one of four changes in the vaiiables, 
selling expenses and net sales (1) an increase in selling expenses, 
(2) a decrease m sales, (3) an increase m both, but a greater in- 
crease in selling expenses than in net sales, and (4) a decrease in 
both, but a greater decrease m net sales than m selling expenses 
Upon lefeinng to the horizontal analysis, it was found that the 
third combination of changes had occurred Thus the variation 
noted m the vertical analysis was explained m the horizontal anal- 
ysis Both must be used to obtain a complete account of what has 
occurred. 



9 


Variation in Income 


Not only the amount of income or loss for a certain period 
but also the difference between that and the income or loss for 
the pieceding period should be determined Also, information 
should be sought regarding the factors that caused the change 
In Chapter 8 it was shown that the comparative income statement 
supplies such information However, as in the case of the com- 
parative balance sheet, the comparative income statement, al- 
though showing the mciease or decrease in each item, does not 
present a summary of the changes in such a manner as to facilitate 
the study of the various factors affecting income. Foi this purpose, 
the comparative income statement may be rearranged in th^ form 
of a statement accounting for variation in net income y ' 

Statement Accounting for Variation in Net Income 

Figure 41 illustrates a statement accounting for variation m 
net income in a form analo^us to that of the statement account- 
ing foi variation in capital'AH changes in income statement items 
are classified according to whether they cause an increase or de- 
crease m net income or los^The form of this statement is so 
simple as to require no further explanation 

second form for the statement accounting for variation in 
net income is showi^m Figure ^This may be called the narrative 
foim It classifies the factors afectmg net incomen^o two groups 
/I) those causing an increase in net mcome, and those causing 
a decrease in net income For each of the factors, the difference 
between the amounts for the two years is computed, and these 
differences are totaled to deterimne the total for each of the two 
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THE H CORPORATION 

Statement Accounting for Variation in Net Income 
For Years Ended December 31, 1959 and 1960 


Net Income 



1960 

1959 

Increase 

Decrease 

Sales (net) 

$935,550 

$864,824 

$ 70,726 


Cost of goods sold 

564,300 

457,848 


$106,452 

Gross margin 

$371,250 

$406,976 



Selling expenses 

213,526 

210,326 


3,201 


$157,724 

$196,651 


el 

Geneial and admimstiative expenses 





(including federal income tax) 

118,659 

124,327 

5,668 



$ 39,065 

$ 72,324 



Other expenses (net of othei income) 

18,471 

20,250 

1,779 


Net income 

$ 20,594 

$ 52,074 

$ 78,173 

$109,663 

Decrease in net income 



31,480 





$109,653 

$109,663 


Fig 41. 


THE H CORPORATION 

Statement Accounting for Variation in Net Income 
For Years Ended December 31, 1959 and 1960 


Net Income Was Decreased by 


Decrease in gross margin, due to 

Inoiease in cost of goods sold 

1960 

1959 

$564,300 

467,848 

$106,452 


Less increase in net sales 

1960 

1969 

$936,550 

864,824 

70,726 

$35,726 

Increase in selling expenses 

1960 

1969 

$213,526 

210,325 


3,201 

Total of factors decreasing not income 


$38,927 

Net Income Was Increased by 

Decrease in general and admimstrative 
expenses (including federal income tax) 
1969 

1960 

$124,327 

118,659 

$ 5,668 


Deciease in other expenses (net of other 
income) 

1969 

1960 

$ 20,250 
18,471 

1,779 



Total of factors increasing net income 7,447 

Decrease m net income $31,480 


Fig 42 
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groups Finally, the smaller of total increases or decreases is sub- 
tracted fiom the greater, the difference being the total increase 
or decrease in net income. Because of its simplicity and nontech- 
nical nature, this statement enables one not trained in accounting 
to understand the causes of income variatio^ 

/ 

Relation of Sales to Income 


^The sales, or gross levenues, constitute the fundamental dy- 
namic force in a business enteipiise, foi, without adequate sales 
of merchandise or of services, as the case may be, the business 
will not be successful This fact is so obvious to those managing 
an enterprise that attention is usually focused upon sales before 
most other matteis The average businessman is inclined to be 
more lavish in his expenditures for sales promotion than in ex- 
penditures for other purposes 

The number of dollais of sales, however, is but a superficial 
and sometimes eiioneous measuie of success A business might 
raise its gross income from sales to veiy great heights by selling 
at prices which are so low as not to yield a satisfactory income 
after the cost of the goods sold and the expenses of doing business 
are deducted It is therefore not the number of dollars of sales 


that measures the ultimate success, but the profitableness of the 
sales. The amount of the net income is undoubtedly the most 
vital figure in the statements Business is conducted tr^earn in- 
come, and its success is measured in terms of income 'therefore 
it IS necessary to measure the profitableness of the sales This 
measure is provided by the ratio of net income to sales, which j, 
^pears as the last item in the common-size income stateme^t'^ 


Relation of Sales to the Price Level 


Sometimes an increase in sales is merely the result of a use 
in the price level Suppose, for example, that the sales in a certain 
case are as follows. 

1957 $ 87,500 

1958 125,250 

1959 137,600 

If the dollars of sales for 1958 and 1969 are converted to the 
price level of 1957 by the use of the Consumer Price Index of the 
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United States Bureau of Labor Statistics, the following results 
are obtained 


Actual 


1967 $ 87,500 
1958 125,250 
1969 137,600 


Sales 

Average Conversion Converted 
Index Factor, to 1957 

foi Ycai 1957 == 100 Puce Level 

120 2 1 000 1 87,600 

123 6 973 121,808 

124 1) 965 132,688 


The effect of the price level obseived on sales above, as well 
as its effect on other financial statement items, has already been 
demonstrated m Chapter 4 It is thus obvious that the analyst 
should not operate m a vacuum divorced from the economic world 
but should relate his analysis to business conditions 


Analysis of Gross Margin 

The item “gross margin” represents, m a merchandising en- 
terprise, the difference between the cost of the meichandise sold 
and its selling price Although the cost of the goods sold is con- 
ventionally the first deduction from sales revenue in the income 
statement, it should not be regarded as of greater importance than 
the operating expenses. Particulaily is this true in a manufactur- 
ing business, in which many operating expenses are included in the 
cost of the goods sold at the discretion of the cost accountant or 
in accordance with the cost proceduie that happens to be em- 
ployed All costs, whether for goods or sei vices, must be deducted 
before any income can be recognized However, a study of the 
variation m gross maigin is of some value, particularly in a mer- 
chandising business, although it should be supplemented by a 
study of the variation m operating expenses 

*^An analysis to account for the variation in gross maigin may 
be made if the numbei of units of the commodity sold is knowa,^ 
This information is sometimes obtained by the credit man on 
request The investment analyst may find it in corporation re- 
ports or in prospectuses for new security issues 

Vaiiations in the item “gross margin,” as shown in an income 
statement, are caused by the variations m the items “sales” and 
“cost of goods sold ” Each of these vaiiables, however, is affected 
by two forces commodity volume and price An analysis of the 
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change m each “sales” and “cost of goods sold” will consist of 
thiee parts, as shown below 

Analysis of Variation in “Sales ” 
ilj yanation due to change in commodity volume 

i T-his is obtained by assuming no change in selling price and 
multiplying the variation in commodity volume by the unit selling 
price of the former year^*|rhe result is an inciease or decrease in 
“sales,” depending on whether the commodity volume increased 




(?) Variation due to change in selhng puce 

This IS obtained by assuming no change in commodity vol- 
ume and multiplying the variation in unit selling puce by the 
commodity volume of the foimer year The result is an inciease 
or decrease in “sales,” depending on whether the unit selhng price 
increased or deci eased 

Vaiiation due to joint selling price and commodity volume 
' change 

The assumptions in (1) and (2) are now ^scarded if they are 
contiary to fact, which is usually the caseVThe variation in com- 
modity volume IS multiplied by the variation in unit selling price 
to obtain the joint effect of these changes The result is either an 
increase or a decrease in “sales” — an increase if both commodity 
volume and selling price increased, a decrease if both decreased, 
and a decrease if either deci eased 


Y ^^^ Analysis of V ariation in^Cost of Goods Sold ” 

J(l) Variation due to change in commodity volume 

This is obtained by assuming no change in cost price and 
multiplying the variation in commodity volume by the unit post 
’ price of the former year ^ The result is an increase or decrease in 
“cost of goods sold,” depending on whether the commodity vol- 
urpe increased or decreased 

Variation due to change in cost price. 

This IS obtained by assuimng no change in commodity volume 

* The unit, selling price and the unit cost price aie obtained by dividing the 
dollars of sales and cost by the number of umts sold If they had been sold at various 
prices, this would give an aveiage unit price 
“ See footnote 1 
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and multiplying the variation m umt cost price by the commodity 
volume of the former year The result is an increase or decrease in 
“cost of goods sold,” depending on whether the umt cost price 
increased oi decreased. 

(3) Vaiiation due to joint cost price and commodity volume 
change 

The assumptions in (1) and (2) are now discarded if they are 
contiary to fact, which is usually the case^The variation m com- 
modity volume IS multiphed by the variafen in unit cost priced 
The lesult is either an increase oi deeiease in “cost of goods sold” 
an increase if both commodity volume and cost price increased, 
a decrease if both decreased, and a decrease if either decreased ^ 


Statement Accounting for Variation in Gross Margin 
for Illustiative Case 

The statement accounting for variatiofi in net income of The 
H Coiporation in Figure 42 shows that gioss margin decreased 
$35,726, which is the difference between an increase in cost of 
goods sold of $106,452 and an increase in net sales of $70,726 
The following information with respect to commodity units sold 
IS given 


i960 1959 Increase — Den eabe* 

Commodity units sold 148,500 127,180 21,320 

By dividing the sales and cost of goods sold in the statement 
of The H Coiporation by the above figures, the following facts 
are obtained 

I960 1959 Increase — Dec reasc* 

Selling pi ice per unit $6 30 $6 80 $50* 

Cost pel unit 3 80 3 60 20 

Applying the above data to those contained in Figure 42, 
the decrease in gross maigin of $35,726 may now be analyzed as 
shown in Figuie 43 


® Problems aie sometimes impiovised m which the units of commodity sold are 
not given but the percentage of change in commodity units sold, their selling price, 
or their cost pi ice is given Since in practice it is necessary to have the commodity 
volume available to compute these peicentages, such problems are purely academic 
and arc therefore omitted here 
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$106,452 
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Attention is directed to the fact that this analysis can be 
perfoimed only in cases m which a single uniform commodity is 
sold or m which separate figures are available for the sales, cost 
of goods sold, and units of each commodity sold Few entei prises 
sell only one uniform product, when several products aie sold, 
the thiee kinds of information on all of them are usually not avail- 
able to the exteinal analyst Therefoie tlus procedure is not often 
practicable m external analysis 

,^'Break-Even Point Analysis 

A type of analysis sometimes used is based on the “break- 
even” point — that IS, the amount of sales that would pioduce 
neither a net income nor a net loss In the event that the sales 



Fig 44 Profit chart with all expenses variable 

should amount to less than is mdicated by this point, a net loss 
would result 

If the total expenses, that is, cost of goods sold plus sell- 
ing, general, and administiative expenses, were less than 
and ^^aried in pioportion to sales, there would always be net 
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income ^or example, consider an enterprise in which the expenses 
are ‘15 cents per unit of commodity sold and which sells the com- 
modity units at 20 cents each On the first unit sold, 5 cents will 
be earned, and on 1,000,000 units $50,000 Tlus situation may be 
lepresented giaphically as m Figure 44 
1 In practice, such a condition usually does not obtain Al- 
though certain expenses may vary with the movement of sales — 
for example, salesmen’s commissions and traveling expenses, ad- 
veitising, telephone and telegraph, repaiis to cars and tiucks, 
shipping and delivery costs, postage, supplies, power, and so 
forth — others are fixed, that is, they aie not affected by the vari- 
ation in sales — for example, depreciation, taxes, rent, insurance, 



Fig 45 Break-even profit charl with expenses both fixed and variable 


heat, and so forth If m the above illustration it is assumed that 
fixed expenses amount to $20,000, the situation would be as repre- 
sented in Figure 45 

It IS seen that the curve foi vanable expenses commences at 
$20,000, which IS the total of expenses before any units are sold The 
curve intersects the sales curve at a point represented by the sale 
of 400,000 units for $80,000 This is the break-even point, or point 
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at which the sales levenue is equal to the cost of goods sold plus 
selling, general, and admmistiative expenses, so that neither a 
net income nor net loss will result Sales below this point will 
produce a giaduated loss and those above will produce a grad- 
uated net income, for example, the sale of 200,000 units would 
yield a loss of $10,000 and the sale of 100,000 would yield a loss 
of 115,000, while the sale of 600,000 would yield a net income 
of $10,000 and the sale of 1,000,000 would yield a net income 
of $30,000 

The break-even point may be computed as follows 
Let 8 = the sales at the break-even point 
Since the sales at the bieak-even point are equal to the fixed 
expenses ($20,000) plus variable expenses (15 cents pei unit, or 
75% of sales), 

S = $20,000 -f 75S 
S- 75S = $20,000 
25S = $20,000 
<S = $80,000 

The greater the fixed expenses, the higher will be the break- 
even point It follows that, other things being equal, the entei- 
prise with the greater fixed expenses must have gi eater sales to 
break even 

The above case, however, constitutes an oversimplification 
of the problem, for it makes assumptions contiary to fact It as- 
sumes that all expenses are either fixed oi variable, wheieas some 
of those classified as fixed may become variable as sales increase 
and some classified as variable may not always vary m proportion 
to sales Although rent is classified as a fixed expense, it may at a 
certain point in the increase of sales activity be inci eased because 
of the need for additional salesroom space Similarly, the rate of 
salesmen’s commissions may suddenly rise because of sales above 
a certain quota Many expenses may be classified as semifixed — 
for example, executive and clerical salaries, association dues, sub- 
scriptions to peiiodicals, and a host of selhng expenses which are 
not in proportion to sales, including such items as rentals of branch 
offices Furthermore, the computation does not take into consid- 
eration the fact that the rate of cost of goods sold will be decreased 
as larger quantities are purchased and that sales prices will prob- 
ably be decreased on larger orders 

In spite of the defects m the break-even point analysis, it 
serves the puipose of focusing attention on the factors operating 
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in the pi oblem of expenses and income and so pi ovides a rough 
basis for the consideration of various managerial problems. 


Practical Application of the Break-Even Point Analysis 

Consider the following statement 

Not sales $260,000 

Loss — E\penses 

Fixed $ 26,000 

Vaimhle 150,000 175,000 

Net income $ 75,000 

The company is considering an investment m plant and equip- 
ment which will cause an increase in its fixed expenses of $20,000 

The present bieak-even point computation is as follows 

S = $26,000 + 60^1 
S - 60i' = $25,000 
40*’ = 126,000 
S = $62,500 

If the company makes the investment, the computation will 
be as follows 

« = $ 46,000 -t- 60S 
S - 60*' = $ 45,000 
40* = $ 45,000 
* = $112,600 

Therefore, if the expansion is carried out, the sales must in- 
crease $50,000 before the company can earn net income or main- 
tain its present net income The latter point is demonstrated by 
the following 

Let S' = the sales necessary to maintain present net income 
Then, 

*' = $ 45,000 + 60*' + $76,000 (profit) 

S’ - 60*' = $120,000 
40S' = $120,000 
S' = $$00,000 

The profit linuts under present and proposed conditions may 
now be compared If present facihties permit a maximum pro- 
duction and sale of $300,000, but increased facilities would permit 
the production and sale of $600,000, then the profit hmits are as 
follows 
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Sales 

Less — Fixed expenses 

Less — Variable expenses 
(60% of sales) 

Profit limits 


Under 

Under 

Present 

Proposed 

Conditions 

Conditions 

8300,000 

8500,000 

25,000 

45,000 

8275,000 

$455,000 

180,000 

300,000 

$ 05,000 

$155,000 


If the sales should not inciea&e as expected but lemam at 
the piescnt level, then the inciease m the fixed expenses would 
reduce the net income from $75,000 to $56,000, The break-even 
point will have been raised $50,000, and sales will have to be in- 
creased by this amount to pioduce the piesent $75,000 net in- 
come On the other hand, the net income can be increased by 
$60,000 if sales are increased to the extent of $200,000 

These computations, however, aie but rough approximations, 
foi they are based on the assumption contraiy to fact that all 
expenses are either fixed oi variable 
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Trends 


In the four pieceding ehapteis, various devices for measur- 
ing changes m the financial statements of a business enteipiise 
between two statement dates weie discussed It was found that 
the changes may be measured in terms of dollars — that is, abso- 
lute increases and decreases — ^and also m terms of percentages — 
that IS, lates of increase and decrease. 

The measurement of vaiiations in terms of percentages is ex- 
tremely useful, foi the rate of change is often more vital than the 
absolute change For example, the statement that the sales of a 
certain enterprise have increased $50,000 ovei the previous year is 
of little value unless the scale of operations of the business is 
known In an enterprise in which the sales usually amount to 
around a million dollars a year, such an increase would be one of 
about 5 per cent, but in an enterprise in which they usually 
amount to, say, a bundled thousand, the mcrease would be one 
of 50 per cent Similaily, the statement that the cost of goods sold 
increased $10,000 is not so significant as it would be if it weie 
known that this figure repiesented a rise of 45 per cent. It would 
become of tremendous importance if it were found that this rise 
of 45 per cent in cost of goods sold was accompanied by a rise 
of only 5 pei cent in sales 

On the othei hand, there is danger that undue emphasis might 
be grven..to&e percentages In cases in which the base is a small 
number, asught change might be greatly exaggerated by the 
percentage of change A good illustration is afforded by the case 
of the college at which it was announced one morning that during 
the night 33)4 per cent of the female students had eloped. How- 
ever, the college had only thiee female students i It can be seen 


152 



Trends 153 

that it i& de&iiable always to have infoimation available regaiding 
both the absolute and the i elative changes 


Variations in More Than Two Statements 


The methods used for the comparison of two statements may 
be used when more than two aie compared Let it be assumed 
that the following are the inventoiy figures of a business 


Dec 31 

Second -year 
Thnd yeai 
Fourth ye ir 
Fifth year 


Inventory 

'*25,000 

30.000 
21,750 
10,260 

24.000 


The changes in inventory, stated in absolute figures, are as 
follows 


Doc 31 


Increase or Decrease 
fiom Pievious Year 


Second year 
Third year 
Fomth year 
Fifth year 


+S5,000 

-8,250 

-6,500* 

+7,750 


The lates of change are as follows 


Percentage of Increase or 
Dec 31 Decrease from Previous 1 ear 


Second year 
Third yeai 
Fourth year 
Fifth year 


+20 QTi 
-27 5 
-26 3 
+47 7 


Peicentages of increase or deciease are quite satisfactoiy for 
the comparison of two successive statements, but m compaimg 
three oi moie statements it is difficult to interpiet the series of 
peicentages The difficulty lies in the fact that the senes lacks 
continuity, each percentage expresses a relationship to a diffeient 
base — namely, that of each year’s inventoiy to its predecessoi 
It would be pieferable to obtain a series of percentages all of 
which show a relationship to the same base, for the significance 
of such percentages can be grasped more readily A series of this 
nature may be constructed by computing the percentage of var- 
iation of the inventory in each year from that of a certain year 
selected as the base. If m the illustrative c^se^the first year is 
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selected as the base year, the percentages of variation will be as 
follows 

Percentage of Ineiease or 
Dee 31 Decreabe fiom Fust Year 

Second year +20% 

Thndyear —13 

Fourth year —35 

Fifth year —4 

But this method of expression is still somewhat awkwaid, 
particularly on account of the use of plus and minus signs A better 
method is to state each year’s position as a percentage of the base 
That IS, if the first year is selected as the base yeai , oi 100 per cent, 
then, by dividing the amount of the inventory on December 31 of 
each of the following years by that on December 31 of the first 
year, the relation of each year’s inventory to that of the base is ob- 
tained The series of five inventories would be lepresented thus 

Dec 31 
First year 
Second year 
0 ‘Third year 

Fourth year 
Fifth year 

This form gives continuity to the series and enables the ana- 
lyst readily to compiehend the vaiiations in the stated value of 
the inventory 

Trend Ratios 

The ratios of the magnitudes of a financial statement item 
m a series of statements to its magnitude m one of the statements 
selected as the base may be called trend ratios, because they reveal 
the tiend of the item with the passage of time The trend ratios 
constitute an application to the analysis of financial statements 
of a device that has been used by statisticians in their work since 
the early days of modern statistical methods One of its important 
applications in economics is in the computation of index numbers 
of prices In fact, these trend ratios are index numbers of the 
movements of the various financial factors of a business Since 
the trend ratios indicate the trends of the various statement items 
across the yeais, they provide a horizontal analysis of compara- 


ReUtiveb 
(Base, Fuat Year) 
100 % 

120 

87 

65 

96 



Trends 


tive statements, a dynamic study of the behavior of the items 
with the passage of time 

In using tiend latios, as m using the other measuring devices, 
the kind of information provided by the device must be borne in 
mind A series of tiend ratios show's whether an item has mci eased 
01 decreased and the late of inciease or decrease, it does not indi- 
cate whether the movement is favorable oi unfavorable Foi the 
purpose of forming an opinion as to the satisfactoimess of the 
trend of a certain item, it is necessaiy to compaie it with the trend 
of some 1 elated item in the statements 

Compaiason of Trends 

Let it be assumed that the sales of the enterprise whose 
inventory figures have been considered were as follows 

First year $250,000 

Second year 240,000 

Third yeai 207,500 

Fouith year 195,000 

Fifth year 225,000 

The trend latios are as follows 

First year 100% 

Second year 96 

Third year 83 

Fourth year 78 

Fifth yeai 90 

Placing these beside the trend latios of the inventory gives 
the following 

Years I®! 3rd 4^ 5th 

Inventory 100% 120% 87%, 65% 96% 

Sales 100 90 83 78 90 

This tabulation reveals the movement of the two factors, 
inventory and sales, for five years The percentages show that 
the inventory on December 31 of the second year was 20 per cent 
higher than on Decembci 31 of the first year, but that the sales 
during the second year were 4 per cent lowei than during the first 
year The indication from these relative movements attracts at- 
tention, since normally the inventory should not increase when 
sales are decreasing However, after the second year, the inventory 
moved more closely in accordance wuth sales 

Although the compaiison of trends gives some indication as 
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to whether the behavior of the items compared is favorable oi 
unfavoiable, the trend ratios do not provide an evaluation of posi- 
tion. A basis for evaluating position at a certain time oi for a 
certain period is provided by another type of ratio, which is ex- 
plained in the next chapter 

Graphic Representation of Trends 

To facilitate the study of trends in a business, the data dis- 
cussed above may be plotted on giaph paper As m most types 
of scientific work, such graphs enable one to obtain a vivid pictuie 
of the data by reheving the mind of the complications of large 
numbers and substituting mere lines. Giaphic repiesentation of 
trends is such a great aid in obtaining a dynamic picture that the 
analyst should always be equipped to const: uct graphs when 
making a study of trends ovei a peiiod of several years. 

Trends on the Arithmetic Scale 

In graphic lepresentation two kinds of scaling aie most popu- 
lai The type usually encounteied is the co-oidmate scaling, m 
which the lines are luled both hoiizontally and veitically with the 
same spacing A graph of this kind is known as an arithmetic scale 
chai t, and all who have had any practice m giaphic representation 
are familiai with it Cuives on this type of grid show the absolute 
inci eases and decreases in a senes 

Figui e 46 shows the variation in dollars of inventory and sales 
during five years for the case discussed above It is obvious that 
the absolute variations weie considerably greater in sales than 
in inventory 

Trends on the Semilogarilhinic Chart 

The importance of studying the rate of change has been men- 
tioned above. To present such information graphically another 
type of chart, known as the sermloganihmic, oi laho, chart, is 
used. Such a chart is illustrated in Figure 47, from which it is seen 
that on the horizontal, or X, axis the chart is spaced exactly like 
the arithmetic chart, but on the vertical, or F, axis it is spaced 
according to the logarithms of numbers, in other words, the spac- 






Fig. 47. The semilogarithmic scale. 
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YEARS 


Fig 48 Chart of inventory 
and sales for five years in dollars 
on seinilogarithmic seale 


159 



1 60 Financial Statement Analysis 

mgs aie like those on the shde lule On the veitical, oi logaiithmic, 
scale the distance, for example, between 500 and 1,000 is the same 
as between 2,000 and 4,000, between 4,000 and 8,000, and between 
40,000 and 80,000 That is, the vertical scale is so conatiucted 
that equal spaces show equal latios of magnitudes 

Seimlogaiithmic paper enables one to plot gieatly varying 
magnitudes on the same chart The bottom line may have the 
value of any positive number, the top line of the first cycle will 
then be ten times the numbei , the top line of the second cycle will 
be one bundled times the number, and so on In Figuie 47 the 
first cycle is fiom 100 to 1,000, the second is fiom 1,000 to 10,000, 
and the third is from 10,000 to 100,000 Curves may theiefoie be 
plotted on this chart in terms of hundreds, thousands, and tens 
of thousands 

In Figure 48 the same data aie plotted as m Figuie 46, but 
on the semilogarithmic scale This chart, instead of showing the 
absolute changes m inventory and sales, shows the rates of change, 
which are determined by the slopes of the lines, the steeper the 
slope, the greater is the rate of change Figure 48 shows that the 
late of change was greatei in inventory than in sales, while Figure 
46 indicates that the absolute change was greater in sales. 


Preferred Method of Graphic 
Representation of Trends 


The graphic lepresentation 
of trends may be further im- 
pioved by plotting the trend 
latios instead of the dollars 
on semilogaiithmic paper The 
curves of the tiend ratios so 
plotted in Figure 49 are exactly 
the same as the curves of the 
absolute numbers plotted in Fig- 
uie 48 except that they both 
start at one point (100 per cent) 
If each curve in Figure 48 is supei - 
imposed upon the curve foi the 
same item in Figure 49, it will be found that they aie iden- 
tical The advantage of plotting in percentages as m Figure 49 



Fig 49 Chart of trend ratios 
of inventory and sales for five years 
on semilogarithmic scale 
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IS that the curves start at one point and are closer togethei , as a 
result, their lelative variation may be observed moie readily 
The procedure of plotting the tiend latios on semilogarithmic 
papei IS recommended foi the graphic representation of financial 
statement tiends 

Selection of Base Year 

The question should now be raised as to why the first year m 
the series was selected as the base yeai m the illustrative case It 
might be asked whether this year was selected as a representative 
or noimal year foi the purpose of measuiing how much above or 
below par the various factors have moved In order to answer this 
question, the trend ratios AVith each of the other years as the base 
are tabulated below 

Fiat Second Third Fourth Fifth 
Yeai Yeai Year Year Yeai 

Base second year 

Inventoiy SZTo 100% 73% 64% 80% 

Sales 104 100 86 81 94 

Base thud yeai 

Inventory 115 138 100 75 110 

Sales 120 116 100 94 108 

Base fouith year 

Inventory 154 185 134 100 148 

Sales 128 123 106 100 115 

Base fifth year 

Inventory 104 126 91 68 100 

Sales in 107 92 87 100 

These tiends aie plotted on semilogarithmic charts in Figures 
50-53 At fiist glance these charts appear to be different, but a 
comparison of the curves will show that they are identical The 
difference m appearance is due to the fact that in each case the 
position of the curve on the chart is different The change in posi- 
tion IS caused by the shifting of the base year, foi m that year both 
curves must meet at 100 per cent If the corresponding curves m 
the five charts weie to be superimposed, it would be found that 
they are identical Thus, the year selected as the base has no 
effect on the curve However, it is most convenient to use the 
first year as the base, since this procedure gives a starting point 
at the left end of the chart from which the behavior of the various 
items may be readily observed 
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From the above it is evident that in leading the graphs of 
trend ratios on semilogarithmic papei, only the slopes of the lines 
should be considered, they indicate the late of inciease oi deciease 
in the financial statement items, the only infoimation it is the 
function of the trend ratios to give The position of the curves 
on the chart is irrelevant 

Because the hoiizontal analysis is not used to evaluate posi- 


Trends 


163 


tion in. any particular year, it is unnecessary to find a normal year 
to seive as the base 


Plotting of Supplementary Data 


In addition to the tiend ratios of the dollar magnitudes of the 
items in financial statements, the trend latios of time senes of 
business data which are not stated in dollais may also be plotted — • 
for example, the tiend ratios oi the numbei of units sold, oi com- 
modity volume of sales 

Let it be assumed that in the illustrative case the units sold 
duiing the years under consideration and their trend ratios, with 
the fiist year as the base year, are as follows 


First year 
Second year 
Third year 
Fourth yeai 
Fifth year 


Commodity 
Volume 
1,369,520 units 
1,194,882 “ 

1,127,140 “ 
944,969 “ 

1,164,092 “ 


Trend Ratios 
(Base, Fust Year) 
100 % 

87 

82 

69 

85 


The trend of the commodity volume may be plotted with that 


of puce volume of sales and in- 
ventoiy, as shown m Figure 54 
Fiom a comparison of the curves 
it IS learned that greater varia- 
tions occurred in inventory than 
in sales, and that in general the 
trends of the dollars and com- 
modity volume of sales were sim- 
ilar 

Other comparisons may also 
be made by means of graphs 
For example, the average selling 
prices in the enterprise under 
consideration may be compared 
with the geneial puce level, as 
measured by index numbers of 
prices, m order to ascertain 
whether the trend of prices real- 
ized corresponds with the tiend 
this purpose, the average selling 



Fig 54 Chari of trends of 
dollais of imentory and sales and 
commodity volume of sales, for 
five years 

of the general puce level For 
prices may be calculated by 
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dividing the price volume by the commodity volume The follov/- 
mg tabulation results 

Dollar Commodity Average 

Volume Volume Selling Puce 

First year $250,000 1,369,520 $ 183 

Second year 240,000 1,194,882 200 

Third yeai 207,600 1,127,110 184 

Fomthyeai 196,000 944,969 206 

Filth year 225,000 1,164,092 193 

The trend ratios of the aveiage selhng prices are as follows 

First year 100% 

Second year 109 

Thud year 101 

Fourth year 113 

Fifth year 105 

The trend of the average selling prices may now be compared 
with the trend of an index of commodity prices In using such an 
index, the analyst should satisfy himself that it has significance 
in the case of the particular enterprise under analysis Let it be 
assumed that the mdex numbers of the X Index foi five years 
and then relatives to the fiist year as the base are as follows 


First year 
Second year 
Thud year 
Foui th year 
Fifth year 


Index Numbers 
80 8 
86 3 
78 6 
771 
78 6 



95 

97 


Tabulating the trends of the average selling prices in the 
illustrative case with those of the index gives the following 


RelaUves of 

Average Selling Relatives of 

Piiccs (Base, Price Index 

Fust Yeai) (Base, First Yeai) 

First year 
Second year 
Third year 
Fourth year 
Fifth year 


100 100 

109 107 

101 97 

113 95 

105 97 


These trends may now be plotted as shown in Figure 55, from 
which it IS seen that the price trend in the illustrative case was 
higher than the general price trend 
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An index of the trend of prices m the industry m which the 
enterprise is engaged may also be available Let it be assumed 
that such an index applicable to the illustiative case shows the 
following relatives for the peiiod 


PiJat year 100 

Seqond ycai 95 

Thud yoaj 92 

Fourth yeai 86 

Fifth year 94 


These ticnds may be gompared with the trends of the puces 
in the illustiative case as i|g. Fig 56, from which it is learned that 



YEARS Years 

Fig 55 Chart of trends of Fig 56 Chait of trends of 

average selling puces and the X average selling prices and prices 

index, for five years in the industry, for five years. 

in the industry the trend of prices was lower than in either the 
illustrative case oi the general trend of prices This fact tends 
toward a favorable opimon of the maintenance of prices in the 
case analyzed 

Illustrative Case 

The use of trend ratios is illustrated by the case of The I 
Corporation, the comparative statements of which for 1956 to 
1960 are shown in Figure 57 The trend ratios of the significant 
items in these statements aie as follows 
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Rc( eivdblcs 
Meiohandiso inventoiy 
Total runent assets 
Total nonoun ont assets 
Total (urient liabilities 
Total liabilities 
Capit 1,1 

Cost ot goods sold 
Gioas margin 
Selling expenses 

Genoial and administrative expenses 
Total expenses (mi lulling fedeial imomp 
tax) 

Net income 
Units of product sold 


Financial Slaiement Analysis 
195(1 1957 1958 1959 1960 

100 ®,, 125 % 116 % 172 % 185 % 
100 108 184 132 118 

100 106 112 126 130 

100 95 90 97 104 

100 95 106 121 133 

100 96 105 159 168 

100 99 95 93 99 

100 84 80 147 222 

100 68 70 168 266 

100 101 91 122 171 

100 96 88 136 170 

100 102 96 100 109 

100 100 91 123 163 

100 122 92 100 285 

100 94 90 142 190 


In this tabulation of ticnd ratios, fi actions of a per cent have 
been dropped Since the financial statements do not contain pi ecise 
measuiements, the application of lefined mathematical methods 
to these data is not warranted In fact, such lefined computations 
aie likely to be imsleading because they give an impression of 
exactness which is not justified 

The tiends may be plotted as shown in Figures 58 to 65 The 
significant facts shown by these charts are listed below 





1956 1957 1958 1959 I960 1956 1957 1958 1959 I960 

Fig 62 Chart of trends of Fig 63 Chart of trends of 

sales, cost of goods sold, and gioss sales, selling expenses, and general 
maigin of The I Coiporalion, 19S6- and administrative expenses of The 
1960 / Corpoiation, 1956-1960 
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Figure 58 From December 31, 1956 to December 31, 1960, 
the tiend of cuiient assets was constantly upwaid. The trend of 
curient liabilities dm mg this period was downward at December 
31, 1957, but after that date it was also constantly upward The 
upwaid tiend of current assets, however, was at a higher late than 
that of current liabilities until Decembei 31, I960, when the trend 



Fig 64 Chart of trends of 
sales, cost of goods sold, and units 
of product sold of The I Corpora- 
tion, 1956-1960. 



Fig 65 Chart of trends of 
sales, total expenses, and net in- 
come of The I Coipoiation, 1956- 
1960. 


of current liabihties was upwaid at a higher rate. The indication 
IS that the current position at December 31, 1960 was less favoi- 
able than befoie 

Figuie 59 At Decembei 31, 1957 both capital and total 
habihties had declined, the decline being greater in total liabilities 
The sharp upward trend of total habihties after December 31, 
1957 indicates expansion on creditor equity 

Figure 60 The relative trends of capital and noncuirent 
assets show no sigmficant vaiiation At December 31, 1960, non- 
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current assets had increased at a shghtly higher rate than had 
capital 

Figure 61 Sales declined during 1957 and 1958 and rose 
shaiply during 1959 and 1960 The tiend of merchandise inventory 
attracts attention, since it increased when sales decreased and de- 
creased when sales increased The trend of receivables was upward 
at December 31, 1957, when sales had declined After that date 
the trend of receivables coi relates reasonably with that of sales 
Figure 62 The trend of cost of goods sold was generally 
similar to that of sales, although for 1957 and 1958 it was consid- 
erably lower than that of sales The 1960 rate of increase of cost 
of goods sold is greater than that of sales, the effect of this is seen 
on the lower trend of gross margin 

Figwe 63 The trend of selling expenses correlates fairly 
with that of sales The lower rate of increase of selling expenses 
during 1960 is favorable General and administrative expenses 
show little change 

Figwe 64 The trend of units of product sold declined in 
1957 and 1958 at a lower rate than that of sales, indicating a 
decrease in average selling puces After 1958, the trend of umts 
of product sold rose at a shghtly lower rate than that of sales, 
indicating an increase in average selling prices 

Figure 65 Although sales declined during 1957, total ex- 
penses remained fairly constant In 1958, total expenses declined 
with sales but at a lower rate, in 1959 and 1960, they rose with 
sales but at a lower rate 

Thus it IS seen that a graphic history of the trends in a busi- 
ness may be obtained by plotting the curves of the trend ratios. 
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The Structural Equation 

Accounting regards the financial structure of a business as 
consisting of thiee elements assets, liabilities, and capital. The 
relationship of the thiee is indicated by the equation 

Assets == Liabilities + Capital 

This equation may be lestated as 

Liabilities = Assets — Capital 
Oi 

Capital == Assets — Liabilities 

That IS, the assets are the sum of the liabihtics and the cap- 
ital, the liabilities are the difference between the assets and the 
capital, and the capital is the diffeicnce between the assets and 
the liabilities 

Since the liabihties and the capital represent the interests or 
equities in the business of the creditors and the owners, the equa- 
tion may also be stated as 

Assets == Equities 

This equation may be expanded into the following form 

Creditors’ 1 [^Owners’ 

Assets = Eqmties f + ) Equities 

(Liabihties) J L(Capital) 

This form results in the same equation as before, but with 
this difference Here the liabihties and capital are looked upon as 
being of the same natuie — that is, as representing the interests 
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of gioups of financial contnbutois to the entei prise Fiom this 
point of view, the left side of a balance sheet may be legaided as 
a list of the property possessed by the enterprise, and the right 
side may be legarded as a statement of the sources from which 
the property has been obtained 

Balance Sheet a Detailed Statement of Financial Structure 

The balance sheet has its basis m the fundamental equation, 
which, m fact, is an axiom on winch modern accounting has been 
built The equation, expanded into balance sheet form, may be 
stated as follows 


Assets Equities 

'] rCreditors’ equities 
Current assets Curient liabilities 

1 Long-term liabilities 
Owners’ equities 
[ Capital 

Since the balance sheet is thus a detailed form of the funda- 
mental, or structural, equation, it sets forth the financial structure 
of an enterprise It states the nature and amount of each of the 
vaiious assets, of each of the liabilities, and of the propiietary 
interest of the owner or owners 

Stating the nature of the assets, liabilities, and capital is not 
so difficult as stating their amounts The amounts of the liabilities 
can be moie readily stated than can those of the assets, for they 
usually represent the actual sums which the enterprise will have 
to pay, but the amounts of most of the assets, and consequently 
the capital,^ are not values in the economic world but amounts 
computed on a conventional basis and subject to a considerable 
degree of personal judgment However, the stated amounts of the 
assets, and especially the fixed assets, do give one an approximate 
idea of magnitude for the purpose of studying proportions, but 
it should always be borne in mind that they are approximations 
only and that, therefore, the results of computations in which 
they are used cannot be more than approximations 

^ Sometimes designated the “net worth ” See note, page 78 
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Structural Relationships 

One of the important principles of financial statement anal- 
ysis IS that certain reasonable propoitions should exist among the 
various items m the financial stiuctuie of a business enterprise 
This principle may be broadened somewhat foi the present pui- 
pose to include not only the balance sheet items but also two of 
the items in the income statement — namely, sales and net income 
Just as in a building the foundation must be strong enough to sup- 
port the structure built upon it^and the roof must not be too 
heavy foi the framework which supports it, so also the various 
factors in a business must bear reasonable proportions If a build- 
ing IS topheavy, it will sooner oi latei collapse, similarly, certain 
kinds of top-heaviness in a business enterprise, such as, for in- 
stance, excessive liabilities, tend to cause insolvency. It is the 
puipose of this chapter to discuss some of the relationships which 
analysts usually test. 

Relation of ihe Equities 

A fundamental lelationship which the analyst examines is the 
ratio of the equity of the owners to that of the creditors — that is, 
the ratio of the amount invested by the owners to the amount 
invested by the creditois One of the arts of business management 
consists of buying goods on credit and selling them rapidly enough 
to obtain funds to pay for them, thus financing the inventory on 
creditors’ money — in other words, operating on creditois’ equity 
The creditors aie thus investois in the business, either voluntarily 
or involuntarily — ^involuntarily when payment is not made within 
the allotted time, a procedure quite common in periods of business 
depression Another device for utilizing creditoi equity is to bor- 
low money at a certain late of interest and to use it in one’s 
business to yield a highei rate of return than that at which it was 
borrowed This procedure of employing cieditoi equity has been 
named “trading on the equity ” ® 

= Hastings Lyon, in Cot poralton Finance, Part I, Chapter II Boston Houghton 
Milllm Co , 1910, traced this expression to an English usage, saying “Its origin is 
from the expression 'equity of redemption,’ which describes a mortgagor’s right in 
the property he has mortgaged, that is, the right to get back the title he has pledged 
to the mortgagee as security for the capital advanced ” 
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A consideiable degiee of risk is involved when a business is 
financed to a large extent by creditors Any drop in sales volume 
01 retarding of the velocity of collection of receivables may make 
it impossible for the business to meet its obligations If the enter- 
prise has borrowed money, it may have to pay mteiest on the 
loans, perhaps even in excess of its eainings, thus con vei ting a 
'possible piofit into a loss The temptation to operate on borrowed 
capital is veiy great, therefore the analyst seeks to determine to 
what extent the business has indulged in this practice He does 
this by comparing the amount of the capital with that of the 
liabilities The greater the investment of the owners as compared 
with that of the creditors, the stronger usually is the position of 
the latter 

Quantitative Measurement of the Relationship 

Suppose that in a certain business the capital amounts to 
$395,000 and the habihties amount to $112,000 Dividing the 
capital by the liabilities, one finds that loi each dollar of liabilities 
the business has $3 527-1- of capital, in other words, the interest 
of the owners is about 3J4 times that of the creditors A moie 
common method used by analysts to express the quantitative 
relationship of this and the other factors m the financial state- 
ments is to state them m the form of a ratio The latio in this case 
is about 33 ^ to 1 Since the amounts aie usually not even numbers, 
and in older to express the relationship more conveniently, the 
best practice is to state the ratio in the form of a peicentage In 
the present case, the ratio would be stated as 353 per cent This 
method of expression coincides with the method adopted in ex- 
pressing other relationships in financial statement analysis. 


Structural Ratios a Vertical Analysis 

The ratios of the items m a set of financial statements to each 
other measure the relative magnitudes of the items and so aie 
measures of the financial structure as of the date of the statements 
They may therefoie be called structuraliatios, in contrast with the 
trend ratios, which measure the trends of the various items over 
periods of time With respect to a comparative statement arrange- 
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ment, the structural ratios constitute a veitical analysis of the 
statements 

Difference in Functions of Trend and Stiuclural Ratios 

Since little infoimation about a business can be obtained from 
a single set of financial statements, the analyst usually woiks 
with several successive statements set up m comparative foim 
As has been explained, he analyzes such a comparative statement 
both hoiizontally and veitically, using both the tiend and the 
stiuctuial latios the tiend latios to show whether the various 
items have increased oi decreased and the rate of inciease or de- 
crease, and the structural ratios to measure the ielationship.s be- 
tween various items as of a certain date oi for a ceitam peiiod 

The analyst will obviously compute tiend latios from each of 
the successive statements This is, ho’wevei, not necessaiy in the 
case of the structuial latios It is the function of the structuial 
ratios to evaluate position, and the analyst usually desires to know 
the latest position Therefore he usually computes the stiuctuial 
latios only from the latest statements In some cases he may also 
compute a structuial ratio fiom a preceding statement, m oider 
to compare previous position with piesent position. In addition, 
in some cases he may compute a ceitam stiuctural ratio fiom each 
statemept m the series m ordei to study the trend of the relation- 
ship under consideration He should, however, bear in mind the 
distinction between the trend of a relationship as shown by a series 
of structural ratios and the trend of the individual items com- 
pared as shown by a senes of tiend latios 


Interpretation of the Measurement 

After the analyst has computed a ratio, he must mteipiet his 
measuiement This pait of his work is more difficult, foi the com- 
putation IS merely a mechanical process of dividing one number 
by another, the interpretation of the measurement will requiie 
considerable ability In shoit, what the analyst must decide is 
whether the relationship is satisfactory or not He may base his 
decision on experience m studying many statements or on a coni- 
paiison with noimal or avciage ratios which have been aiiived at 
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by experience oi as the lesult of leseaich In any event, the deci- 
sion will rest with the analyst, and the reliability of the decision 
will depend on his ability. 

In mteipretmg the ratio of capital to liabilities, it must be 
decided whethei or not the liabihties are in leasonable propoition 
to the capital, or, conveisely, whether or not the capital is large 
enough to protect the ci editors by absorbing possible losses Since 
liabilities require liquidation when due, and often payment of 
interest, any retarding of the flow of income might cause embar- 
rassment to the business The condition becomes hazardous when 
the liabilities aie large in proportion to the capital 

The question may now be asked as to the point at which the 
liabilities become excessive In the case of this and all other ratios 
it IS not possible to state a general rule regarding what constitutes 
normal proportions That will depend on the circumstances In a 
business which has little investment in fixed assets and thus re- 
quires only a small amount of peimanent capital, the ratio of 
capital to liabilities may be low and still be satisfactory Howevei , 
m a large proportion of industrial enterprises, particularly m big 
business, it is reasonable to consider that the owners should nor- 
mally take more risk than the creditors — that is, that the capital 
should be greater than the liabilities If the latio of capital to 
liabilities should be below 100 per cent, this fact would indicate 
the possibility of danger, and, therefore, the situation ought to be 
investigated Investigation might reveal that no cause for alaim 
exists, on the other hand, it imght disclose a serious situation 
Thus it IS seen that the ratio does not give a precise evaluation, 
rathei, it acts as a signal pointing to a possible disproportion 
This characteristic is found in all the structural ratios 

In the hypothetical enterprise discussed above, the ratio of 
the equity of the owners to that of the cieditors is better than 
3J4 to 1 If it IS assumed that the business is of the more common 
industrial type, this ratio is well above the tentative minimum of 
100 per cent which might be adopted for such an entei prise, so 
that the analyst would piobably consider the indication favorable 
However, if he found that the ratio of 363 per cent was the result 
of an upward trend of capital and a downwaid trend of liabilities, 
he would, in most cases, regard it much more favorably than if the 
leverse were true It is necessary to consider not only the struc- 
tural relationships at a particular time but also, what is equally 
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important, the trends of which these relationships are the result 
Attention is directed to the fact that the proportions for 
capital and liabilities regarded as noimal m one type of enterprise 
do not apply to other types For example, in railroads and othei 
public utilities, the creditor equity is often two-thirds of the total, 
because of the fact that a large proportion of fixed equipment is 
usually obtained through the issue of bonds. 


Asset Forms of ihe Equities 

Consideration should be given not only to the relative magni- 
tudes of the equities of the owners and creditors but also to the 
form which the wealth invested has taken — that is, how much of 
each of the two general groups of assets, current and noncuirent, 
represents creditor equity and how much represents owner eqmty. 

In the matter of equities, it may be sard that the current 
creditors are at one end of the scale, the owners are at the other 
end, and the long-term ci editors are m between. It is an accepted 
principle that the equity of the curient ci editors should be repre- 
sented entirely by current assets, their investment is to be used 
only for short-term financing and is to be returned to them during 
the current period At the other end, conservative practice expects 
the owners to supply the fundamental framework of the business 
— that is, the fixed or permanent assets The position of the invest- 
ment of any long-term creditors — ^in the ease of a corporation, 
usually bondholders — is not quite so defimte, some of their invest- 
ment may be represented by current assets and some may be rep- 
resented by noncurrent assets, depending on such circumstances 
as the maturity of the loan 

It IS, of course, not intended to imply that it is possible to 
trace the disposition of the actual investments of creditors and 
owners, but rather to point out that ceitain principles which have 
been developed by experience may be applied m determining 
whether oi not the magmtudes of the equities of owners and 
creditors relative to vaiious kinds of assets aie reasonable 

When no long-term habihties exist, all the noncurient assets 
and a consideiable part of the current assets should in most cases 
be supplied by the owners, because some unexpected shrinkage m 
the value of curient assets may take place, as, for example, when 
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receivables become uncollectible or when market prices of inven- 
tories diop The investment of the owners in the current assets 
should in such an event cover any losses, thereby protecting the 
creditors It follows that the greater the excess of owner equity 
over noncurrent assets, the greater is the amount of the invest- 
ment of the owners in current assets and the stronger is the 
position of the creditors. 

In cases m which long-term liabihties exist, the interpretation 
becomes more difficult, for, if these habihties have a considerable 
time to lun, the position may be satisfactory even if the capital 
is less than the noncurient assets 

The latio of capital to noncurrent assets is used to determine 
to what extent the owners have invested m the noncurrent assets 
A ratio of 100 per cent indicates that the owncis have supplied all 
of the noncurrent assets, any ratio above 100 per cent indicates 
that they have supplied pait of the current assets The highei the 
ratio IS above 100 per cent, the more favorable is the position of 
the cieditois. 

This ratio acts as a supplement to the ratio of capital to 
liabilities, as is demonstrated by the following balance sheet of an 
mdustiial enterprise 


Current assets $ 2,000 Current liabilities $ 1,000 

Noncurient assets 16,000 Long-term liabilities 7,000 

Capital 10,000 

$18,000 $18,000 


The ratio of capital to habihties is 126 per cent If it is as- 
sumed that this entei prise is of the more common industrial type, 
the ratio is above the tentative nunimum of 100 per cent and 
might be regarded as satisfactory However, upon examining the 
foim which the wealth invested has assumed, by means of the 
ratio of capital to noncurrent assets, it is found that the situation 
might not be so satisfactory, since the ratio is but 62 5 per cent, 
indicating that 37 5 pei cent of the noncurrent assets have been 
supplied by creditors. 

“Fixed” or “Noncurrent” Assets 

Misunderstanding sometimes arises in the use of the ratio of 
capital to noncurrent, or fixed, assets because of the fact that ac- 
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counting terminology is in various lespects not standardized The 
teim^a:ed assets is sometimes used to designate the fixed, or per- 
manent, investment in tangible assets of a business, and some- 
times it IS used to designate all the assets which are not current 
It is therefore advisable to use the term noncurrent assets in the 
ratio under consideiation in order to indicate that all noncurrent 
items are included in the compaiison with capital 

“Tangible Net Vf'orth” 

The stated amount of the intangible assets is conventionally 
deducted by analysts fiom both the assets and the capital when 
an analysis is made, for the reason that the valuation placed on 
intangibles at some time in the past gives no significant informa- 
tion at a later date In oider to indicate that the intangibles have 
been eliminated from consideration, some wi iters use the expies- 
sion tangible net worth, indicating that the intangibles have been 
eliminated in the computation of the capital However, since it 
IS customaiy to eliminate the intangibles in financial statement 
analysis, this designation is rather superfluous and is not used in 
the present volume 

Overexpansion 

In periods of business prosperity or inflation, enterprises tend 
to expand their plants and equipment, often at an unjustified 
late Later, when recession and deflation occur, they find them- 
selves with too great an amount of equipment As a result, read- 
justments are necessaiy which cause loss to the enterprise The 
temptation to expand unduly is probably second only to the 
temptation to trade excessively on the equity Too rapid expan- 
sion IS often the cause of too generous a use of creditor investment 
with resulting heavy liabilities and interest expense foi money 
bon owed Consequently, the wise business executive will use in- 
telligence and foiesight m planmng an expansion, and he will, 
if possible, avoid excessive use of creditors’ money Such planning 
involves one of the niceties of successful business management. 
A company may become inefficient if it does not secure modem 
equipment, but, on the other hand, it may become insolvent if 
an expansion is not justified by a later increase in the volume of 
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business A dcciease m the ratio of capital to noncurrent assets 
ovei a period of time may be indicative of an expansion of fixed 
pioperty and equipment by the too free use of ci editor equity, a 
condition which the analyst will regard as unsatisfactory 

Form of Current Ci editor Equity 

Since the creditors look to the current assets of a business for 
the satisfaction of their claims, a universally accepted compaiison 
in financial statement analysis is that of the claims of the cuirent 
creditois with the wealth available for the payment of then claims 
The compaiison is made by the use of the ratio of current assets 
to cuirent liabilities This ratio, commonly called the current ratio, 
has since the eaily days of financial statement analysis been ac- 
cepted as a measure of liquidity, or debt-paying ability — and 
lightly so But, of couise, it is not, as it was formeily considered, 
the only measuie with which the analyst is concerned, and it 
should never be the only measuie used in any specific case 

Naturally, the analyst expects to find in a solvent business a 
considerable excess of current assets over current liabilities, be- 
cause, while the debts aie raiely reduced in other ways than by 
payment, the assets available to liquidate them may be subject 
to shnnkage Foi example, an unexpectedly laige amount of the 
receivables may become uncollectible, or some of the meichandise 
may become obsolete or unsalable, or unexpected losses may occui 
in the investment in marketable secuiities. However, as is the 
case with all the ratios used by the analyst, it is quite impossible 
to make a fixed lule as to what is a satisfactoiy ratio Obviously, 
some types of business normally have less curient assets than 
others, although their liabilities may be just as gieat, and they 
therefore have a lower current ratio 

Many years ago bank credit men came to the conclusion that 
the current latio should be at least 200 per cent to be satisfactory 
This opinion has persisted until comparatively recent times, and 
it IS still held by some It has some degiee of logic behind it, for 
it is leasonable to expect, m general, that, if the current assets are 
twice the current liabilities, the relationship is not unreasonable 
On the basis of more recent investigations, howevei, most analysts 
today agiee that one enteipiise may be in perfectly good current 
position with a ratio of less than 200 per cent while another may 
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be in an unsatisfactoiy condition although it has a latio of over 
200 per cent 

The credit man is especially interested in the cuiient ratio, 
foi this ratio tests the probable ability of a business to meet its 
obligations in the near futuie The investment analyst, on the 
othei hand, is vitally interested m the piobable success o^ the 
enterpiise over a long period of time The credit man is primarily 
interested in the shoit-range study, while the investment analyst 
IS primarily interested in the long-iange study However, the 
competent credit man is also interested in the future of the busi- 
ness, foi he has an eye on profitable relations m the future, and 
the investment analyst, too, is interested in its present position, 
for the present is but a prelude to the future, and coming events 
may ahcady be casting their shadows The credit man should not 
ovei emphasize the study of current position nor should the in- 
vestment analyst neglect it 

Measurement of Liquidity 

One frequently hears it said that the working capital of a 
business represents the amount of current assets which the enter- 
prise has in excess of the claims of the cuiient creditors and with 
which, theiefore, it is free to woik Fiom this statement it would 
appeal that the greater the amount of working capital, oi net 
current assets, the greater the degree of liquidity of the business, 
and so it is alleged that the amount of woiking capital is a measure 
of liquidity 

Let it be assumed that Company A has a working capital of 
$30,000 and that Company B has a working capital of $10,000 
If the size of the working capital is a measure of liquidity. Com- 
pany A must be thiee times as hquid as Company B, but the 
statements of these companies show the following 

Company A Company B 
Cuirent assets $90,000 $15,000 

Current liabilities 60,000 5,000 

A comparison of the dollars of current assets and current lia- 
bilities of Companies A and B mdicates that for each dollar of 
cuiient liabilities Company B has $3 of cuirent assets, while 
Company A has only $1 50 of cuirent assets Although Company 
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A has a woiking capital 3 times that of Company B’s, its cm rent 
assets are only 1^2 times its curient habilities, whereas Company 
B’s current assets are 3 times its curient liabilities 

Liquidity in a business is the potential ability to meet obliga- 
tions A measure of this ability is afforded not by the amount of 
working capital but by a comparison of the amount of wealth 
available to pay debts with the amount of the debts to be paid 
Thus, the current ratio is a logical measure of hquidity In the 
above case, Company B has a current ratio of 300 pei cent, while 
Company A has a current ratio of only 150 per cent, although it 
has a largei working capital than Company B Obviously, it is the 
ratio of current assets to curient habihties and not the difference 
between current assets and current Labilities that affoids a meas- 
uie of liquidity 

Sometimes it is alleged that changes in the amount of woi king 
capital of a business give an indication of changes in liquidity. 
The following illustration will dissipate this belief 


Curient assets 
Cuirent liabilities 
Woi king capital 
Current latio 


Depember 31 

Fust Yeai Second Yeai 
*100,000 *200,000 

25.000 100,000 

75.000 100,000 

400% 200% 


Although the working capital rose 33 per cent, the ratio of 
current assets to current liabilities declined 50 per cent A com- 
paiison of the successive working capitals m this instance would 
give entiiely misleading information. 

The amount of working capital, howevei, measuies the extent 
to which the current debts may be inci eased without exceeding 
the current assets, or how much the cuirent assets may shrink 
befoie they are equal to the current liabilities, but, inasmuch as 
even an appioach to equality in these two entities would m most 
cases tend to imply insolvency, such a measure does not appear 
to be useful in the case of a going concern 


Measure of Woiking Capital 

Working capital is that poition of the monetary measuie of 
current assets not supplied by cuiient creditors When no funded 
debt exists, the working capital is the equity oi the owneis in the 
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cuirent assets as distinguished from then equity in the fixed assets 
The term, having ceitain commonly accepted but mcoriect con- 
notations, IS not a particularly good one, but, since this term has 
become deeply rooted m financial parlance, a change of termi- 
nology IS not feasible Therefoie its use may be continued if the 
true significance of the expression is borne in mind 

A measure using the amount of working capital may be ob- 
tained by compaiing working capital with current liabilities This 
compaiison gives the ratio of the equity of the owners and/or 
long-term creditors in the current assets to the equity of the 
shoit-term creditors m these assets 

Let a case be assumed m which the current assets amount to 
11,000 and the cuiient liabihties amount to $400 The working 
capital IS $600, and the ratio of working capital to current lia- 
bilities IS 6 to 4, or 13^ to 1, or 150 per cent The curicnt ratio in 
this case is 250 per cent The cuirent ratio and the latio of working 
capital to current habihties both serve as measures of liquidity 
but from diffeient angles. It is, of course, not necessary to use 
both 

“Acid Test” 

A ratio which serves as a supplementary check on liquidity is 
the so-called “acid test ” If merchandise, usually the least liquid 
current asset, is elinunated, and the “quick assets” — cash, tem- 
porary investments m marketable securities, and receivables — are 
compaied with the curient liabilities, a compaiison is made of the 
current debts with the amounts that will be available in the veiy 
near future for their hquidation. The testing of these proportions 
has become known as the “acid test,” because it implies the 
drastic assumption that only the three assets mentioned will be 
available to pay the current habihties, whereas, at least in most 
cases, a portion of the merchandise will be converted into cash 
befoie all the current debts mature. Bankers have often held that 
in a trading concern an acid-test ratio of 100 per cent, indicating 
that the quick assets are equal to the current liabilities, is satis- 
factory 

The acid test may modify an opimon ai rived at by the use of 
the current latio, as will be seen from the following case 
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Current Assets Cuirent Liabilities 

Cnbh S 1 ,000 A( counts payable 

Receivables 2,000 

Meichandise 11,000 

$14,000 

The cunent latio of 200 pei cent would in most cases be con- 
sidered satisfactoiy Tins opinion, howevei, would be modified by 
the acid-test latio of about 43 per cent, which would in many cases 
be mteipieted as indicating an undue amount of meichandise m 
the cuirent assets or, conveisely, an unduly small amount of quick 
assets However, again, the inteipietation will depend on circum- 
stances If it is expected that the merchandise will be sold im- 
mediately, the opinion will be different from what it would be if 
a longei sales peiiod weie expected 

Inventory and Sales Volume 

It is logical to expect a business to cairy an inventory of 
merchandise which is in reasonable piopoition to the sales volume 
An enterprise with sales of a million dollars per annum will usually 
lequire a larger inventory than one in the same line of business 
with sales of ten thousand dollais per annum However, m order 
to pass judgment as to whether the inventoiy is noimal, it is 
necessary to be familiar with the requiiements of the type of busi- 
ness under consideration. Control of the inventory is one of the 
most difficult problems of management, the inventoiy must be 
large enough to meet the demands on the business, but it also 
must not be too laige, since overstocking results in increasing such 
expenses as waiehousing and inteiest on bon owed funds and pie- 
vents the flow of cash into the business thiough sales Also theie 
IS danger that the goods will deteriorate or become outmoded. 

A study of the relation of inventory to sales volume will often 
afford a measuie of sales efficiency.J t is the desire of the merchant 
to have the sniallesf'pos&ihle inventory that will efficiently take 
care of all demands on it, so that, when an enterprise is found 
which conducts a large volume of business on a comparatively 
small inventory, it will be concluded that it has a high degree of 
merchandising efficiency 

In comparing the dollar amount of sales with the dollar value 


$7,000 

$7,000 
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of the inventory, it should be remembeied that these two amounts 
aie on different bases, inventory being valued conventionally at 
cost — or market, when lower than cost — and sales being valued 
at selling price — ^that is, cost plus gioss margin Also, a comparison 
of operations foi two periods requires a knowledge of business 
conditions For example, a change in the price level at which new 
stock IS acquired would change the relation between sales and 
inventoiy It is conceivable to have a case in which the dollar 
lelationship has changed to a gieat degiee although no change has 
taken place m physical volume of sales or inventory The ratio 
of sales to inventory is, at best, an exceedingly lough measuie 

Another consideration that confronts the analyst is whether 
or not the inventory as of the date of the balance sheet is repre- 
sentative Almost all businesses have seasonal variation, and the 
inventory at balance-sheet date may represent a very high oi a 
very low point The use of an average inventory, if available, is 
more satisfactoiy. 

Turnover of Inventory 

The ratio of sales to inventory has sometimes been regaided 
as indicating the turnover of inventory, oi the number of times 
the inventory is disposed of Such an assumption, however, is 
incorrect, because the amounts of the two items, as has been stated 
above, aie not computed on the same basis To obtain a more 
satisfactory measuie of turnover of inventory, the cost of the 
goods sold should be compared with the inventory, preferably the 
average inventory It is, however, usually not possible for an ex- 
ternal analyst to obtain a more accurate average than the arith- 
metic mean of the initial and final mventories This figuie may be 
used if it IS reasonable to assume that the amount of inventory 
carried by a particular enterprise is fairly uniform during the 
accounting period 

In spite of the facts mentioned above, the ratio of sales to 
inventory may be used as a substitute for the ratio of cost of goods 
sold to average inventory when the cost of the goods sold is not 
available It may serve as an approximate measure of turnover, 
but the analyst should always be conscious of the fact that it is 
but a rough approximation 
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Receivables and Sales Volume 

The amount of uncollected receivables should bear a reason- 
able proportion to the sales volume The existence of an unduly 
large amount of receivables indicates that too large an amount 
of the wealth of the enteipiise is in the form of leceivables Sales 
volume can be greatly increased by liberal extension of credit, 
accordingly, m older to beat competitois, credit men aie often 
tempted to extend credit beyond the usual terms of the business 
Also, paiticulaily in times of business depression, they may seek 
to increase business by being lax in pressing collection Such pol- 
icies, however, have the effect of tying up wealth of the business 
in the form of leceivables when it should be in other forms 

The ratio of sales to leceivables is materially affected by the 
extent of sales activity immediately befoie the closing of the 
books An unusually low latio would indicate that the amount 
of leceivables is high in comparison with sales However, it does 
not necessarily follow that collections have been slow Upon in- 
vestigation it might be found that dm mg the last month of the 
peiiod business had been extremely good, with the lesult that the 
receivables are high, but, since the receivables are not yet due, 
the situation is quite satisfactory Thus, again, it is seen that the 
ratio does not give a precise evaluation of position, it acts merely 
as an indicatoi which needs to be inteipreted m the light of the 
facts m the case under consideration. 


Return on Capital 

The ultimate test of any business is the rate of income earned 
on the capital invested The return on capital may be measuied 
by the ratio of income to capital This test has been given much 
attention in recent yeais, particularly in the field of management, 
where it is used to deter name whether a certain goal has been 
achieved or whether an alternative use of capital has been justi- 
fied It IS also employed as a basis for various managerial de- 
cisions. 
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Capital • Equities or Assets 

In employing the ratio of income to capital, what constitutes 
capital will depend on the objective of the raeasuiement If the 
objective is to measuie financial success, the capital base used may 
be either the equity of the common stocklioldei s, the equity of 
preferred and common stockholdeis, or the equity of the stock- 
holders and bondholdeis 

If, however, the objective of the measurement is to appraise 
the efficiency of management m the use of the capital entiusted 
to it, the capital base employed will be either the total assets or 
the assets used m operations When the assets constitute the capi- 
tal base, eithei their cost or cost less depieciation may be used 
Cost is the original investment that produced the return, while 
cost less depreciation may be legarded as the cuiient state of the 
investment To carry this reasoning further would require the 
adjustment of the figuies to the cuiient puce level ^ 


Income Consistent with Capital Base 

Income foi the purpose of computing retuin on capital will 
depend on the base employed If the return is based on assets, 
consistency requires that nonopeiatmg or nonrecuiiing income be 
excluded On the other hand, interest on long-term debt, which is 
a payment foi the use of capital, is added back to income to ap- 
piaise the peifoimance of operating management in the use of 
assets. Similai reasomng would requiie that income befoie income 
taxes be used When the computation is based on the retuin to 
the stockholders, the net income foi the year should be em- 
ployed, since to the stockholders belongs the lesidual after all 
deductions 

® In a study of 44 companies made by the National Association of Accountants, 
it was found that, as the mvestment base, 28 used total assets available, 4 used total 
assets employed, 6 used stockholders’ equity plus long-term debt, and 7 used stock- 
holders’ equity The total is 45 because one company used two bases 01 these 
companies only 2 took price level changes mto consideration Retw n on Capital ns a 
Guide to Managerial Decisions, National Association of Accountants Resoaich Re- 
port No 35, December 1, 1959, page 8 This repoit eontams an excellent bibliography, 
pages 105-107 
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Sales and Fixed Assets 

Some writeis have advocated the use of the ratio of sales to 
fixed assets, explaining that, since the investment in fixed assets 
IS made for the ultimate puipose of pioducmg sales, the ratio of 
the sales to fixed assets is a measuie of the achievement of that 
puipose. 

Although no sales could be made without the possession of the 
fixed assets, these assets do not produce the sales The amount 
of the sales is the lesult of many factors the ability, efficiency, 
and couitesy of the salesmen, the quality and style of the goods, 
favorable maikets, strategic location, demand creation, and so 
foith Also, the numbei of dollars of sales is not necessarily a 
measure of ultimate achievement, for this figuic affoids no indi- 
cation of the profitableness of the sales Since the sales aie de- 
pendent on factors othei than fixed assets, no direct lelationship 
which can be significantly measured by the ratio exists between 
sales and fixed assets 

Also, the total of the fixed assets is usually an extiemely com- 
plex item affected by the puce level at the date of acquisition of 
the assets, the length of time that has elapsed since acquisition, 
depieciation policies puisued, icplacements and betteiments, and 
so foith It IS therefore usually not feasible to relate the stated 
amount of fixed assets to dollars of sales with results that are 
significant 

The ratio of sales to fixed assets has been used in the compari- 
son of entei puses It is tiue that an enterprise which bought its 
plant at a low cost is in a stionger competitive position than one 
which bought a similar plant at a high cost However, the ratio 
of sales to fixed assets is no definite measure of such an advantage, 
this can be measured only by empirical methods. In ceitain cases 
where the analyst has a complete analysis of the fixed asset ac- 
counts, so that all the factors involved m the financial measure- 
ment of these assets aie available, the ratio may afford some rough 
indication which has significance to him, but it is not recom- 
mended for general use. 
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Summary of Structural Ratios Discussed 

The structuial latios that have been di&cusscd and found 
useful are the following 
Capital to habihties 
Capital to noncuirent assets 
Cuirent assets to cuirent habihties (curient latio) 

Woiking capital to curient liabilities 
Quick assets to curient liabilities (acid test) 

Sales to inventory 

Cost of goods sold to aveiage inventory 

Sales to receivables 

Net income to capital invested 

This list is not to be consideied to contain the minimum num- 
ber of ratios to be used, for the analyst would not nccessaiily use 
all of them in any particular case Noi is it to be considered ex- 
haustive, the analyst should feel free to make comparisons be- 
tween any of the financial statement items, as long as he is certain 
that there is between any two entities compaied a lelationship 
the measurement of which has significance Obviously, foi ex- 
ample, the use of the ratio of capital to cash would be meaningless, 
because it would yield no sigmficant infoimation It is ceiiain 
that a corporation with a capital of two million dollais should 
have more cash available than $100, but who can say, merely on 
the basis of the capital, just what would constitute a normal 
amount of cash for such a business? 

''"^‘Window-Dressing” 

Businessmen know that, when a credit man examines a bal- 
ance sheet, he usually computes the ratio of current assets to 
current habihties and that the maintenance of this latio at a 
satisfactory figure will probably have a bearing on the granting of 
credit For this reason the affairs of an enterpiise shortly before 
the balance sheet date are often conducted m such fashion as to 
create a satisfactory showing Such mampulation is commonly 
known as “wmdow-diessing ” 

One of the devices used to create a high current ratio is to 
avoid replenishing the inventory for a period pi eeeding the closing 
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of the books, foi the purchase of merchandise on credit would 
increase both the curient assets and current liabilities by the 
same amount and thus lower the ratio For example, let it be 
assumed that a business has $3,000 of current assets and $1,500 
of cuiient liabilities The ratio is 2 to 1 If the business should 
purchase $1,500 of merchandise on credit, the cuiient assets would 
be $4,500, and the current habihties would be $3,000, a ratio of 
only 1 3 ^ to 1 The analyst may discovei the practice of delaying 
inventoiy replenishment if he finds the inventory unreasonably 
low for the volume of business tiansacted or m comparison with 
the inventories of pievious years 

Among othei devices known to have been used to enhance the 
appearance of a balance sheet are holding the cash receipts book 
open after the closing date, omitting information regarding con- 
tingent liabilities on notes and accounts discounted, including in 
accounts receivable items of goods billed for which shipment has 
not been consented to by customers, also, oimtting from inven- 
tory merchandise aheady in stock and excluding the liability foi 
it fiom accounts payable When the statements bear the opinion 
of a certified public accountant, the probabibty of the existence 
of these manipulations wanes. Howevei , the analyst should always 
be on the lookout for anything that appears suspicious 

Illogical Comparisons 

A tendency exists on the part of some writers on financial 
statement analysis to use latios which are alleged to be infallible 
mdicatois of the condition of a business but which have no logical 
basis Such writers usually offer no coherent explanation as to 
why their invention works, the reader apparently being expected 
to accept it on faith 

For example, an illogical ratio that has been suggested is that 
of liabilities to sales In this ratio, the total amount of liabilities 
which a business has on the last day of a period — say, Dccembei 
31 — IS compared with the total dollars of sales during the period — 
say, a year It has heie been shown that a relationship exists 
between sales and inventory — ^the amount of goods in stock to 
cany on sales — and between sales and receivables — the amount 
still due from customeis on the sales made to them during the 
year, but theie is no leason why the amount which happens to be 
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due to creditois on the la&t day of that year should be in any 
definite proportion to the dollars of sales made during the year, 
particularly when the debts may and probably do include amounts 
owing for items other than the purchase of merchandise As one 
accountant once said, “There is hardly more logic in this proce- 
duie than in dividing the telephone number of a house by its 
street number to obtain an estimate of the wealth of the occupant 
of the house, or in dividing a man’s weight by his height to deter- 
imne his agei” 

Various comparisons of statement items with woiking capital 
have been suggested Such a latio is that of inventory to working 
capital It has been held that this ratio shows the proportion of 
woiking capital represented by inventory However, working 
capital — the excess of curient assets over current liabilities — can- 
not be split into components as alleged If it was the inventor’s 
intention to determine whether or not the inventory is at a satis- 
factory figure, he might compare it with sales The inventory 
might also be related to the total curient assets to show the pro- 
poition of cuirent assets which is represented by inventory. 

Perhaps the ratio of inventory to working capital is intended 
as a substitute for the acid test As has been shown, the latter is 
the ratio of the quick assets (cuirent assets minus inventory) to 
the creditors’ eqmty in the curient assets, the ratio of inventory 
to working capital would be the ratio of the inventory to the 
owneis’ equity m the current assets (m the absence of any fixed 
liabilities) The traditional safe immmum for the acid test is 100 
per cent, for the ratio of inventory to woiking capital, 100 per cent 
would be the safe maximum, because any percentage above 100 
would indicate that the current habihties were greater than the 
quick assets The acid test is quite diiect and understandable, 
the ratio of inventory to working capital is indirect and vague, 
and therefore its use is not recommended 

The ratios of sales and net income to working capital have 
also been suggested as measures As m the case of the ratio of 
capital to cash, which has been mentioned above, no significant 
relationship exists between either the sales or the net income and 
the excess of property of the business in the current form over its 
current debts. It is nnpossible to state what the size of the working 
capital should be on the last day of a period when the net income 
or the sales for the period are at a certain figure 
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Anothei ratio that has been suggested is that of current assets 
to fixed assets It is explained that the larger the proportion of 
current assets, the stronger is the financial position of the business 
The proponents of this ratio admit that the proportion will vary 
for different lines of business, but they allege that in the same line 
of business the entei prise with the greater proportion of current 
assets IS the soundei . 

The basis of measurement of the fixed assets, as in the case of 
the ratio of sales to fixed assets, introduces so many variables into 
the relationship of cuirent assets and fixed assets that mterpi sta- 
tion IS hardly possible, particularly in the comparison of enter- 
prises, which appears to be the use for which the ratio is especially 
intended Moreover, this ratio is mateiially affected by the policy 
in legard to fixed assets pursued by the management If the enter- 
prise should rent its building, the ratio would be more favorable 
than if it owned the building, foi the fixed assets would be less 
It does not follow, howevei, that a busmess which rents its build- 
ing IS necessarily in more favorable condition than one which owns 
its building 

It should also be obseived that the total of the current assets 
gives little usable mfoimation Rathei, the propoitions of the 
various current assets to the total and then relation to other 
factors m the statements, measured by such ratios as have been 
discussed in this chapter, aie useful to the analyst 

When comparisons are made by the use of ratios, not only 
should the items compared bear a clear and logical relationship, 
but that relationship should be simple and readily understandable 
Relationships which are too complex to be readily compiehended 
should be avoided. 

Index of Ratios 

It has been held that a series of ratios may be consohdated 
into an index of financial condition. The method suggested is to 
apply aibitrary weights to the ratios selected and to combine 
them into an index number This procedure implies a homogeneity 
and precise significance which the ratios cannot possibly possess. 
If such a procedure could logically be followed, it would be highly 
desirable, but it is contrary to the nature of the financial statement 
data and so must he regarded as a fantastic dream However, it 
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shows how seductive statistical methods may become to one who 
does not piopeily understand them 

Trends of the S true tin al Ratios 

As stated above, not only the trends of the financial state- 
ment items as shown m Chaptei 10, but also tlie trends of the 
structural latios, may be studied For example, let it be assumed 
that the following are the amounts of the current assets and cui- 
lent liabilities of a certain company as of Decembei 31 of five 
consecutive yeais 


Cuuent Cm rent 

December 31 Absets LiJ-bililies 

Fust year $13,050,500 $3,604,974 

Second yoai 16,120,327 6,208,282 

Third yeai 14,021,668 7,100,817 

Fourth year 10,124,307 1,364,265 

Filth yeai 0,816,057 068,307 

The curient ratios are as follows 
Decembei 31 

Fust yeai 378% 

Second yeai 256 

Third yeai 107 

Fouith year 978 


Fifth year 1031 

These ratios may be plotted as shown in Figuie 66, which 
reveals the trend of the relationship of curient assets to cuiient 
liabihties To determine the cause of the tiend of the lelationship, 
it IS necessary to examine the tiends of the two vaiiables involved, 
these tiends aie as follows 


Cuirent Cuuoiit 
Decembei 31 Assets Liabilities 

First yeai 100% 100% 

Second year 118 170 

Thud yem 102 195 

Fouith year 77 38 

Fifth yeai 75 27 


The trends may be plotted as shown in Figure 67 
The trend of the structuial ratio m Figure 66 is explained by 
the tiend of the two variables m Figure 67. When the current 
ratio rose to the height of 1031 pei cent on Decembei 31 of the 
fifth year, it rose because both the current assets and curient 
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liabilities deci eased between Decembei 31 of the fourth year and 
December 31 of the fifth year, but the current liabilities decreased 
at a highei late than the current assets This example illustiates 



the complementary nature of the horizontal and vertical analyses, 
the stmctural latio indicates that the current position improved 
and the trend ratios explain why 
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Operating Ratios 

The vertical ratios — ^that is, the ratios between items in one 
set of statements— may be classified as structural ratios and oper- 
ating ratios The stiuctural ratios aic those which have been dis- 
cussed in the piescnt chapter, they are the lelationships between 
various balance sheet items and also between certain of the bal- 
ance sheet items and two income statement items — namely, net 
sales and net income The operating ratios are those discussed 
in Chapter 8 the ratios of the vaiious income statement items 
to net sales 

The ratios between balance sheet and income statement items 
may be classified as stiuctural ratios or operating latios, or they 
may be placed in a third class They have here been classified 
with the ratios between balance sheet items (structural ratios) 
for convenience, since they are used in a manner similai to these 
ratios. 
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Interpretation of the Measurements 


In the SIX piecedmg chapters, various measuring devices com- 
monly used in the analysis of financial statements were piesented 
With reference to statements in the compaiative foim, these ana- 
lytical devices may be classified m two categories horizontal and 
veitical In addition, two units of measuiement are used dollars 
and peicentages 


Honzonlal, or Dynamic, Measuies 

The horizontal measuring devices show changes with the pas- 
sage of time The following have been discussed 

Measures in Dollars 
Comparative balance sheet 
Compaiative income statement 
Statement accounting for vaiiation in capital 
Statement accounting foi vanation in woiking capital 
Statement accounting for vanation m cash 
Statement accounting foi vanation in net income 
Statement accounting for vanation in gross margin 

Measures in Percentages 


Tiend ratios 

Comparative balance sheet showing peicentages of increase and 
deciease 

Comparative income statement showing percentages of increase 
and decrease 
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Vertical, or Static, Measures 

The vertical measuring devices are in terms of percentages 
and show the magmtudes of certain items in a set of statements 
relative to other items They aie as follows' 

Stiuctuial ratios 

Common-size balance sheet 

Common-size income statement 

Analytical Devices as Tools 

The analyst mil not necessarily use in any particular study 
all the analytical devices enumeiated above These various de- 
vices are but tools from among which he will make a judicious 
selection foi his requirements Some analysts are inclined to em- 
ploy too ponderous an apparatus for their woik, a procedure which 
reminds one of the mathematician Felix Klein’s criticism of a 
fellow mathematician who, he said, seemed to be shooting at 
spariows with cannons 

What tools shall be employed m any specific instance will 
depend on the objective If it is to study the proportions in one 
set of statements, the work will consist of a computation of verti- 
cal ratios If it IS to make an intensive analysis of the changes 
during one period, the analyst may study these changes in terms 
of dollars by means of comparative statements or in terms of 
percentages by means of the percentages of change computed 
from the comparative statements If he seeks to make a long-i ange 
study, he will use the tiend ratios as his principal tool, supple- 
menting them with structuial ratios for perhaps the last peiiod 
under consideration In studies covering a number of periods, the 
analyst will not compute vertical ratios for all the periods, nor 
will he prepare for each period statements accounting foi variation 
m working capital and net income. 

Use of the Measurements 

In inteipretmg the financial statements, the analyst uses ac- 
counting data which show the financial status of a business m the 
realm of accounting conventions to obtain an opinion concerning 
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the financial condition of that business m the economic world 
The measurements computed from the statements are not piecise 
measures of what he is seeking Just as the economist would like 
to measuie the fundamental forces governing economic behavior, 
so the statement analyst would like to measure the fundamental 
forces undei lying a business enterprise, but, like the economist, 
the statement analyst is usually not able to make piecise measure- 
ments The analyst who regaids his financial statement ratios 
as precise measures on a par with the measures used m the 
physical sciences will probably not formulate conclusions which 
are valid 

The competent analyst regards his measurements as indi- 
cators which call attention to any factors that are out of piopor- 
tion 01 any extieme variations that have taken place. Having 
taken notice of a dispioportion oi unusual variation, he proceeds 
to seek an explanation for it In some instances, the dispropoition 
or variation may be satisfactoiily explained, while m others it 
may be indicative of an abnormal condition. The various latios 
are, therefore, not ends m themselves but lather means to an end 
They are mathematical aids for simplifying relationships so that 
the mind may leadily gra.sp them 

The expel lenced analyst may conceivably form opinions from 
financial statements without perceptibly going through the mo- 
tions of making mathematical calculations, foi he makes them 
subconsciously He is able to recognize maladjustments in a busi- 
ness by means of a sense of pioportion developed through experi- 
ence The computation of latios and the use of other measuring 
devices help to bring out facts which might otherwise be over- 
looked, but the actual interpretation of financial statements is a 
mental process foi which theie is no mechanical substitute. 

Some persons would seek to reduce statement analysis to a 
mechanical process, but the very nature of the material makes it 
impossible to do so The analyst must modify the indications of 
his mathematical aids in accordance with his estimate of the de- 
gree of precision of the data befoie him Then he uses them as 
guides which point the way to matters to be investigated The 
explanation of unusual pioportions or variations constitutes the 
interpretation of the measurements 
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Use of External Data 

No enterprise operates within a vacuum, its success is de- 
pendent upon many factors outside it If the analyst considers 
only internal data, he may obtain a wholly unreal picture. There- 
fore he must supplement the measurements obtained from the 
financial statements with data from the business world at large 

The external data employed by the analyst may be divided 
into two classes (1) information relating to general business con- 
ditions, and (2) information legaiding conditions in the particular 
industry in which the enterprise under consideration is engaged 
Foi example, a dechne in mcome due to a decline in the sales 
prices realized m a certain business is a rather unfavorable tend- 
ency However, it appears less unfavorable if the analyst finds 
that the general price level has declined, and still less unfavorable 
if prices in the industry in which the enterprise is engaged have 
declined more than in the business under consideiation In similar 
manner, an increase in income is greatly detracted fiom if the 
future prospects in the industry are questionable, as, for instance, 
when one type of pioduct is hkely to be superseded by others or 
when one kind of service may be supplanted by another . 

Weaknesses in Financial Structure 

It has been shown that financial statement analysis is largely 
a study of variations in the statement items and a measurement 
of the pioportions between various items When any of them are 
out of piopoition, the measuring devices call attention to the 
disproportion, and the analyst seeks to find the reason for it. Such 
disproportions usually indicate weaknesses in the financial struc- 
ture and may be symptoms of pathological conditions Just as the 
physician readily recogmzes the symptoms of human ailments, 
so the statement analyst should be able to recognize the ailments 
of business enterprises Since this abihty can be obtained only by 
piactice, the would-be analyst should follow a laboratoiy method 
m his studies by analyzing as many statements as possible He 
will thus develop facihty in recognizing the more common dispro- 
portions 

Eveiy bu.siness enterprise has its own peculiar problems, even 
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as each human being has his idiosyncrasies, but, just as ceitam 
problems aie common to all human beings, so are certain piob- 
lems common to all entei prises The points at which weaknesses 
in the financial structuie most commonly occui and which should 
therefore be made the piimary objects of scrutiny in an analysis 
are the following 

Receivables 

Inventory ** 

Noneurient assets (pai ticulaily the fixed propeity and equipment) 

The equities 

Net income ^ 

The interpretation of the measurements of these factors in 
the structure will now be discussed 

Interpretation of the Position of Receivables 

It has been shown that the position of the receivables is meas- 
uied m relation to sales — that is, by the ratio of sales to receiva- 
bles If the ratio is unusually low, it may indicate that the receiva- 
bles are too large in propoition to the amount of sales. 

Take, for example, a case in which the trade leceivables 
amount to $62,130 on December 31, of a certain year, and the 
total sales foi the year are $376,045 The latio of sales to receiv- 
ables is 605 per cent It may be that the analyst considers the 
normal ratio to be about 980 per cent. He would accordingly, in 
the absence of any other explanation, conclude that the collection 
velocity of the business is much too low. 

This condition may be expressed in another way. A ratio of 
606 per cent indicates that the receivables are collected about 
SIX times a year, or there is a turnover of six times Assuming that 
the year contains 300 business days, the receivables are collected 
m about 50 days A ratio of 980 pei cent would indicate that the 
normal collection period is somewhat less than 30 days. Therefoie 
the hypothetical business is about 20 business days slow m collect- 
ing receivables. 

This result may also be reached m the following manner 
If the sales for the year amount to $376,045, and it is assumed 
that there ^e 300 business days to the year, the average day’s 
sales are about $1,260 By dividing $62,130, the trade receivables 
on December 31 of the year under consideration, by $1,250, the 
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average day’s sales during the year, it is found that the receivables 
represent approximately 50 days’ sales If the terms aie 30 days, 
the enterprise is about 20 days slow in collecting leceivables 

The day’s sales in receivables is a convenient substitute for 
the latio of sales to receivables because it can be interpieLed more 
easily It should, however, be remembered that this is a rough 
approximation since it makes the assumption tha£ the sales are 
evenly distributed throughout the'jjear, which may not be so 
Theie is also a discrepancy in the calculation in that the average 
sales per day is computed on the basis of business days whereas 
the terms of sale mclude Sundays and holidays The days’ sales 
m receivables has significance only when there is a considerable 
difference between it and the terms granted 

In studying the ratio of sales to receivables, the object is to 
determine what proportion of the sales during a period lemain 
unpaid as of the last day of that period It is piefeiable, therefore, 
to use the gross amount leceivable from customers without de- 
duction of the allowance for doubtful accounts The deduction of 
this allowance would raise the latio and give an impression that 
moie receivables had been collected than is actually the case 

To simplify the foregoing discussion, two factors were omit- 
ted sales made on a cash basis and cash discounts If sales on a 
cash basis are included in the sales figure, a rough allowance may 
be made for them, and, if cash discounts are offered to customers, 
the average collection period will be shortened The external ana- 
lyst, unfoitunately, does not usually have this information and 
can only estimate such matters, a fact which shows the lack of 
precision of the measurement. 

Levels of Analysis 

If the analyst desires to determine, .^s far as possible, the 
fundamental causes of any disproportions or extreme variations 
m financial statements, he will have to cany out his analysis on 
what may be legaided as four levels of analysis These levels are 
as follows 

1 The structuial ratio level 

2 The ti end ratio level 

3 The level of analysis of the variables 

4 The economic level. 
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The conduct of an analysis of sales and receivables on these 
foul levels will now be discussed 

Structural Ratio Level of Analysis 

The following aie the sales and receivables of a certain busi- 
ness 

First Illustration 

Ratio of 

Ret eivables, Sales to 
Sales Decembei 31 Receivables 
First j oar $425,072 $80,250 531% 

Second yeai 410,640 82,128 600 

This analysis of the relation of sales and leceivables shows 
that the lelationship on Decembei 31 of the second year was less 
favorable than on Decembei 31 of the first yeai, since the latio 
declined, indicating that the volume of leceivables was greater 
on Decembei 31 of the second year in piopoition to the sales 
during the yeai liowevci , it gives no inkling as to the causes of 
the change in the relationship. The structural ratio analysis is, 
therefore, a most supeificial one However, in some cases this 
supcificial analysis is all that is required, it may indicate that the 
relationship is so unfavoiable, for instance, that no fuithci in- 
vestigation is necessaiy 

The stiuctuial ratios aie significant to the analyst if he has 
a basis foi deciding what the relationship measured should noi- 
mally be If he has decided, for example, that m the above case 
the average collection peiiod should be about 57 days, and the 
year is assumed to contain 300 business days, the normal latio is 
526 per cent He will consequently conclude that the position of 
the receivables on December 31 of the first yeai was above noimal 
and that on Decembei 31 of the second year it was below normal 

One of five possible vaiiations m sales and receivables may 
have occuired to cause the decline in the ratio of sales to leceiv- 
ables 


1. A decline in sales and a use in receivables 

2 A rise in both sales and leceivables, but the rise m receiv- 
ables at a higher late than that in sales 

3 A decline m both sales and leceivables, but the decline i* 
sales at a higher late than that m leceivables. 
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4 No change in sales but a rise in receivables 

5 No change in receivables, but a decline in sales 

Of these possibilities, 4 and 5 may be ignoied, since it is 
hai dly possible that m any business eithei the sales oi receivables 
would be identical m two successive statements Therefore, three 
piactical relative variations remain to be taken into consideration 


The two following possibilities 

in the case may now be 

sideied 

Second Illustration 

Sales 

Receivables, 
December 31 

R.itio of 
Sales to 
Receivables 

Fust year 

$426,972 

$80,250 

531% 

Second year 

489,868 

97,905 

600 

Third Illustration 

Fust yeai 

$426,972 

$80,250 

631% 

Second yeai 

392,600 

78,620 

500 


Although m each of the three illustrations the sales and re- 
ceivables behaved differently, the ratios are identical, the lelative 
proportions aie similar, but in each of the thiee illustrations the 
variations which resulted in these proportions are different 

Knowing that a business is above or below normal with re- 
spect to the position of leceivables may be of interest, but such 
knowledge is not sufficient to the analyst who desires to know, as 
far as pos,sible, what is occurring in a business. If a decline has 
taken place in the ratio, he wants to ascertain its cause. For this 
information he must pass on to the trend ratio level of analysis 

Trend Ratio Level of Analysis 

The trend ratios in the above three illustrations are as follows 
First Illustration 

Sales Receivablea 


Fust year 

100% 

100% 

Second year 

67 

102 

Second Illustration 

First year 

100% 

100% 

Second year 

115 

122 

Third Illustration 

First year 

100% 

100% 

Second year 

92 

98 



Inierpreiation of the Measurements 205 

The ratios show the following information 

In the first illustration sales declined and receivables rose 
In the second illustiation both sales and receivables lose, but 
the leceivables rose at a higher rate than the sales 

In the thud illustration both sales and receivables declined, 
but the sales declined at a highei late than the receivables 


The above thiee illustiations demonstrate the three possible 
practical causes of a decline in the ratio of sales to receivables 
The trends in a business are more cleaily seen when several 
consecutive statements are compared Let it be assumed that in 
the thud illustiation the behavior of sales and receivables for five 
years was as follows 


Sales Rec eivables 

Tiend Receivables Trend Stiuctural 
Year Sales Ratio Dec dl Ratio Ratio 


First > ear 
Second yeai 
Third year 
Fomth year 
Fifth year 


$425,972 m% $80,260 

392,600 92 78,620 

355,889 84 72,928 

317,990 76 00,525 

274,978 05 67,890 


100% 631% 

98 500 

90 488 

83 478 

72 475 


The structui al ratio of sales to i eceivablcs registers a constant 
decline, an indication that the relationship has become more and 
more unfavorable The trend ratios clearly show the reason for 
the constantly more unfavoiable condition The sales and receiv- 
ables both declined, but the sales declined at a higher rate than 
the receivables 

Although the trend ratios show how sales and receivables be- 
haved to cause the structural ratio to dechne, they do not give 
the complete story. The analyst who seeks the underlying causes 
of business phenomena will want to know why sales and receiv- 
ables declined as they did In order to answer such questions, he 
must pass on to another level of analysis 


Level of Analysis of the Variables 

The two variables under consideration are sales and receiv- 
ables An analysis of the variation in the item “sales” in the in- 
come statement may be made in terms of the amounts due to (1) 
variation in the commodity voluililHted (2) variation in the prices 
at which the product was sold ThewKce emnloyed in the meas- 
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urement of these variables is the statement accounting for varia- 
tion in gross margin, which was discussed in Chaptei 9. This 
device, however, requues information as to the number of units 
of commodity sold, when the analyst does not have such informa- 
tion available, he cannot proceed on this level 

An analysis of the amount of receivables found in the balance 
sheet may be made by aging the accounts, that is, determining 
the amount of receivables not yet due, those 1 to 30 days past due, 
those 31 to 60 days past due, and so foith. This piocedure will 
leveal to what extent the receivables are past due and may ac- 
count foi any unduly large amount of receivables 

When measuiement of the variation in sales due to variation 
in commodity volume and in prices has been effected, howevei , 
the loot of the problem has not yet been reached These variations 
are due to numerous forces, all of which may be accounted foi 
Similaily, theie are many leasons why receivables have behaved 
as they have, and these causes may be discovered by the diligent 
analyst Foi the analysis of these forces it is necessary to descend 
to the final level, which is the economic level 

Economic Level 

On the economic level are examined the fundamental forces 
underlying a business enterprise, the effects of which are indicated 
by the structural ratio If it were possible to measuie these forces 
quantitatively, the analyst would have the key to the entiie prob- 
lem of enterprise analysis Their quantitative measurement, how- 
ever, IS usually impossible, the discussion of these factors is, 
therefore, laigely m quahtative terms However, an understanding 
of what forces are at work is most useful to the analyst in enabling 
him to account for disproportions or extreme variations 

In passing into this economic realm, one passes from the 
actual analysis of the financial statements and so beyond the scope 
of this book Nevertheless, it is not out of place to indicate here 
what the underlying forces are that affect the position of a business 
enterprise, for an understanding of them is essential foi a full 
interpretation They may be grouped in thiee categories 

1 General business conditions 

2. Conditions m the specific industry in which an entci prise 
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3. Conditions peculiar to the particular enteipiise under 
analysis 

The study of general business conditions and of the conditions 
in specific industiies constitutes the bianch of economies known 
as business cycles The problems of individual entei prises in con- 
nection with sales come under the head of maiketmg, those af- 
fecting structure aie part of the subject of management, and 
those 1 elating to leceivables belong to the pait of economics 
known as credit The analyst must be familiar with these subjects 
if he hopes to make an exhaustive analysis 


Foices Affecting Commodity Volume 

It IS evident that the demand for a certain commodity will 
be greatci when business is booming than when it is in a i elatively 
inactive state An increase in the number of units sold may be due 
^to general business activity, but sometimes it is caused by unusual 
activity in a specific industry To account for variation in com- 
modity volume as affected by these forces is an extremely com- 
plicated matter To explain the forces at work in the individual 
enterprise is far less difficult 

Variation in commodity demand may be attributed to such 
factors within an enterprise as the following 

1 The quality of the goods or services 

2 Efficiency and courtesy in supplying the goods or sei vices 

3 Creation of demand by such factors as advertising and 
style creation 

4 The amount of pressure exerted by sales force. 

5 The possibility of favoiabie markets 

6 Stiategic location 

7 Other factors, such as an early start in the industry, 
quasi-monopoly, and so forth 


Forces Affecting Sales Prices 

The prices obtained for the goods sold will be affected not 
only by the general price level and the level of prices in the specific 
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industry in which an enterpiise is engaged, but also by conditions 
peculiar to the paiticular enterpiise 

The puces that an enterprise commands aie affected by such 
factors within the business as the following 

1 The quality of the goods oi sei vices 

2 Efficiency and courtesy in supplying the goods or services. 

3 Degree of competition. 

4 Cost of production 

5 Laboi relations 

6 Stiategic advantages 

Forces Affecting Receivables 

The causes of variation m the volume of receivables may be 
placed in two classes 

1 Those due to the customers’ ability to pay 

2 Those due to factors within the business 

The customers’ ability to pay is affected by the following 

a. Geneial business conditions 

b Conditions in specific industries 

c The peculiar pioblems of the individual customeis 

As is the case with sales, the pioblems of receivables con- 
nected with the general business cycle and the specific cycles of 
vaiious industries are too broad even to be enumeiated here The 
peculiar pioblems of individual customeis are legion and may 
range fiom managerial inefficiency to such matters as file losses 

The forces withm a business under analysis which affect the 
position of leceivables may be found moie leadily than the ex- 
teinal ones An excessive amount of receivables, or oveiextended 
credit, lb one of the common weaknesses in the financial stiucture 
of business enterprises Such a condition indicates that the func- 
tion of collecting the receivables is not operating with sufficient 
velocity The factors within an enterprise affecting the volume 
of receivables which must be studied to diagnose a condition of 
oveiextended credit are as follows 

1 Thg collection pohey 

2 The teims granted 
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If the funds which should become available thiough the cob 
lection of 1 eeeivables are withheld, the business must obtain funds 
for its operation fiom othci sources Two means are usually 
available 

1 Borrowing fiom banks 

2 Passing the burden of financing the enterpiise on to its 
cieditois 

Both methods aie unsatisfactory, for the first inci eases in- 
terest charges, which m turn dimmish net income, and the second 
IS conducive to excessive tiading on the equity 

Inflated receivables aie caused not only by laxity in collection 
policy but sometimes also by extension of credit on unduly long 
terms for the puipose of piomotmg sales Obtaining sales through 
sti etching ciedit teims is not indicative of a wholesome condition, 
and the analyst will look upon such procedure unfavorably. 


Stiuctiiral Ratio Variation the Result of Many Factors 

From the foregoing it should be obvious that limiting the 
woik of statement analysis to the computation of structural latios 
is a most superficial procedure It is tiue that the stiuctural ratios 
seive a very useful puipose m calling attention to dispropoitions, 
and in many instances the analyst may not need to pioceed fui- 
thei If he desiies to carry his work as fai as possible, however, he 
cannot be content with knowing that a disproportion exists, for 
this condition is but a symptom of some aihnent It is his duty to 
discovei the specific ailment and its causes 

It IS probable that the investment analyst will deem it nec- 
cssaiy to proceed to the lowest level of analysis more frequently 
than will the credit analyst, for the latter is primal ily interested 
in debt-paying ability, while the interest of the former has no 
limit 

The many ramifications to which the analysis of the i elation 
of sales to receivables may lead aie illustrated in Figure 68 Tins 
chart should seive to show to what lengths an analyst may pro- 
ceed What has been said here of the relation of sales to receivables 
applies equally to the other significant relationships 
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Inleipi’etation of the Position of Inventory 

The inventory presents one of the most difficult of the ac- 
countant’s problems In times past, the accountant has assumed 
little responsibility foi the coiiectness of the inventory, but moie 
lecent events have led to the placing of gi eater lesponsibility 
upon him than formerly. Although he cannot be expected to as- 
sume the duties of an appiaiser, the accountant is now expected 
to make more tests than he formerly was and to make observations 
of the inventory talcing 

Even under the best conditions, the inventoiy presents diffi- 
culties Sometimes no defimte market quotations are available 
foi all commodities m the inventory as of the last day of a period, 
so that the person who prices the inventory may have to use a 
consideiable amount of discretion m his work When one appre- 
ciates that in a large inventory a difference in pricing of a fraction 
of a cent per unit may readily convert a consideiable loss into a 
nice profit, one may well undei stand the difficulties involved 
Manipulation of the stated value of the inventory is one of the 
easiest methods of “wmdow-die&sing” the financial statements 

inven lory Velocity 

The measurement of the inventory in relation to sales by 
means of the ratio of sales to inventory has been discussed If 
the ratio is abnormally low, it may indicate a pathological con- 
dition which has been called “overinvestment in inventory ’’ 

If it IS assumed that m a particular case the inventory 
amounted to $67,580 on December 31 of a certain year, and the 
total sales duiing the year were $459,350, the ratio of sales to 
inventory is 680 per cent If the analyst considers a ratio of, say, 
850 per cent as normal in the enterprise under consideration, he 
may diagnose the case as overinvestment m inventory, that is, the 
inventory is too large for the amoimt of busmess transacted 

The comparison of sales and mventory, however, is not even 
a reasonably precise measure, because the two items compared 
are on different bases of valuation, inventory being on a cost 
(oi market) basis and sales bemg on a cost plus profit basis It 
would be more satisfactory to elinunate the gross margin from the 
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sales figure so that the two items may be compaied on the cost 
basis In order to do that, the cost of goods sold may be compared 
with the inventoiy, or prefeiably with the aveiage inventory 

Let it be assumed that the cost of the goods sold m the above 
illustration is $420,542 If the inventoiy on January 1 of the year 
being studied was $73,650, the average of the initial and final in- 
ventoues is $70,615 Dividing the cost of the goods sold by the 
average inventory gives a ratio of 696 pei cent This latio indi- 
cates a turnover of approximately six times pei annum If the 
analyst considers the normal ratio to be 750 per cent, or a turnover 
of 7^ times, he will consider the inventoiy too large in proportion 
to the volume of sales 

This measure is, of course, only an appioximation To sim- 
plify the calculations, all changes in price level dm mg the year 
have been disregarded Also, a tacit assumption is made that the 
inventoiy has a faiily constant volume These assumptions are 
usually contraiy to fact, the price level fluctuates, and few com- 
modities are m constant demand throughout the yeai , so that the 
inventory volume will usually not be constant However, no prac- 
tical way of introducing these vaiiables into the calculations 
exists, the analyst will modify his conclusions as he sees fit 

If the analyst does not have available the cost of the goods 
sold but knows the approximate rate of gross margin, he is able 
to reduce the sales to cost by eliminating the profit 

Gross Margin Test of Inventory 

The analyst may sometimes discover inflation or other dis- 
ci epaneies thiough a scrutiny of the i elation of gross maigm to 
sales — that is, by a hoiizontal reading of the relation of gross 
margin to sales over a period of years Any important variation 
in the rate of gross margin that cannot be satisfactorily explained 
by infoimation available as to changes in sales and in the cost of 
the goods sold may be due to over- or under-statement of the 
inventory oi to errors in taking the inventoiy 

Commodity Volume of Inventory 

The possible causes of vai ration in sales have been discussed 
with refeiencc to the latio of sales to receivables Variation in 
inventoiy is caused by two variables 
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1 Commodity volume. 

2 Puces. 

The volume of commodities cairied in stock will depend upon 
customeis’ demands and the management’s estimate of future 
piospects This estimate may be affected not only by noimal ex- 
pectation of demand but also by the possible gam through pur- 
chase at a low puce with expectation of exceptional profits in the 
futuic, m othei words, speculation in inventory may take place 

The analyst is usually not inchned to regaid speculation m 
inventory with favor, for it is a precarious undertaking Its success 
is dependent upon a future rise in prices If this rise does not take 
place, the speculator may find himself with excessive stock on 
hand and may be able to sell it only at a loss 

Pi ices of Invenlory 

The second variable in the stated amount of inventory is 
price This factor is affected by two variables 

1 Actual cost puces 

2 Market puces at date of balance sheet 

The actual cost puces are dependent upon the following’ 

a. The price level of the commodities at the date of acquisi- 
tion. 

b The acquisition policy of the enterprise. 

The acquisition policy affects cost because the enterprise may 
elect whether it will manufacture certain goods or pui chase them 
m fabricated form, and the cost would piobably be different in 
each case If the enterprise manufactures the commodities, then 
cost will be subject to the many variables encountered in the 
field of cost accounting. If it purchases them in fabi mated condi- 
tion, the price paid will vaiy with the size of the orders placed 
with the producer or manufacturer. 

The market prices at the date of the balance sheet will be 
subject to all the factors affecting market puces, which are too 
numerous to be mentioned here 

Prom the foregoing it is seen that countless for ces are at work 
affecting not only the item “sales” but also the item “inventory ” 
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A fundamental analysis will endeavoi to account foi all foices, as 
far as is feasible The final answer is to be found, however, on the 
economic level if it is possible to obtain sufficient data with which 
to work 

The structural latio of sales to inventoiy is the indicator that 
calls the analyst’s attention to a disproportion or extieme vaii- 
ation, it is the incentive to the analysis Behind that ratio, how- 
evei, is a world of forces which requires investigation Figure 69 
presents a bird’s-eye view of the route to be followed by the ana- 
lyst in exploring the relation of sales to inventory in an enterprise 

Interpretation of Position of Noncurient Assets 

The position of the noncurrent assets is measured in i elation 
to the capital. 

Variations m noncurient assets revealed by the trend ratios 
are duo to variations in the following 

1 The fixed property and equipment 

2. Other noncurient assets 

Variations in the stated amount of fixed property and equip- 
ment are due to the following 

a Additions, replacements, and retirements. 

b. Depreciation and depletion. 

These vai rations may all be measured quantitatively if sched- 
ules supporting the balance sheet are available. 

Variations in Capital 

Vai rations in capital are due to changes in the following. 

1 Capital 

2. Retained earnings (Suiplus) 

3 Other additions to capital 

The variations in retained earnings are caused by the follow- 
ing 


I Net income or loss. 

II Dividends. 
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Infoimation legaiding net income or loss is available in the 
income statement, and infoimation legardmg dividends and ad- 
justments IS found m the letamed eaimngs statement All of the 
variations m capital may thus be measuied quantitatively 

The various factors involved m an mteipretation of the rela- 
tion of capital and noncuiient assets are outlined in Figure 70 


Dividends 

The variations m retained earnings due to the payment of 
dividends is of particular interest to the investment analyst He 
will want to study the dividend record from two angles 

1 Sufficiency of the dividends and maintenance of a rela- 
tively constant rate 

2 Conservatism in retammg a sufficient portion of the earn- 
ings within the enterprise 

A fine balance between these two forces is one of the earmarks 
of a good investment 


Interpretation of the Position of the Equities 

The importance of satisfactory proportions between the own- 
ers’ and creditors’ equities, as measured by the ratio of capital 
to liabilities, has already been discussed at considerable length 
The interpretation of this ratio is within the quantitative realm, 
consequently, the analyst is able to make satisfactory measure- 
ments and to interpret them with relatively gi eater precision than 
some of the other relationships What he seeks to learn is whether 
or not the investment of the owners is adequate 

The causes of variation m capital have been examined in 
connection with its relation to noncurrent assets The rather sim- 
ple causes of vaiiation m liabilities will now be examined It is 
woithy of note that the habilities are among the few balance-sheet 
items that are stated with fair precision The amounts assigned 
to the notes and accounts payable are usually the amounts the 
business will have to pay, with the exception of the amount of 
cash discounts which it may deduct from accounts payable. There- 
foie, little need foi quahtative speculation exists. 
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A variation in liabilities is caused by variation in its two 
divisions 

1 Current liabilities 

2 Long-teim babilities 

The former consists of such items as notes payable, accounts 
payable, and accrued expenses, while the lattei consists of such 
long-term liabilities as moitgages and bond issues A sciutmy of 
these items m the comparative statements will supply the analyst 


STRUCTURAL 


LEVEL 


ANALYSIS OF 
VARIABLES 
(WHEN SCHED- 
ULES ARE 
AVAILABLE) 


CAPITAL TO LIABILITIES 



± 


CURRENT NONCURRENT 

I I 

NOTES PAYABLE MORTGAGES 

ACCOUNTS PAYABLE BOND ISSUES 

ACCRUED EXPENSES ETC 


Fig. 71 Diagiam of levels of analysis of capital and liabilities 


•with a full explanation of any variations Figure 71 outhnes the 
causes of variation in capital and liabilities 


Interpretation of Net Income 

The net income is undoubtedly one of the most important 
items in the financial statements The object of a business enter- 
prise IS to earn income, and a business can be regarded as success- 
ful only when its mcome is adequate The importance of earmngs 
cannot therefore be overestimated In fact, as long as adequate 
income is earned, the existence of the various types of ailments 
that have been examined is not serious Such a situation is, how- 
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ever, unlikely, because the income would haidly be earned if the 
ailments existed, although occasionally one finds a business mak- 
ing money in spite of ceitain dispropoitions The inteipietation 
of variation in income has been discussed at length in Chapter 9 , 
therefore further discussion is unnecessary here. 
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Illustrative Cases 


JAMES T BLISS 
Comparative Balance Sheet 
Decembei 31 


Cash 

Accounts receivable (less bad debts estimate) 
Meiohandise inventoiy 
Prepaid expenses 

Total curient assets 
Fixed assets (leas depreciation) 

Miscellaneous receivables 

Total noncun ent assets 


Liabrlthes and Capital 
Notes payable (bank) 

Notes payable (other) 

Accounts payable 
Acciued expenses 

Total liabilities 
James T Bliss, Capital 


Sales (less discounts, letuins and allowances) 
Cost of goods sold 

Gross maigin 

Expenses (less other income) 

Net income for the year 


I%0 

1959 

1958 

S 8,267 

$ 20,658 

S 12,170 

42,370 

27,763 

26,362 

30,324 

65,369 

62,721 

725 

1,469 

862 

« 87,876 

*116,249 

* 92,105 

$ 4,825 

* 5,137 

* 5,286 

— 

2,075 

6,204 

$ 4,825 

* 7,212 

$ 10,489 

% 92,501 

*122,461 

$102,694 

% 7,500 

* 10,000 

* 15,000 

4,650 

2,285 

— 

31,223 

52,648 

29,273 

2,484 

1,693 

1,367 

$ 45,867 

* 66,526 

$ 46,640 

46,644 

55,935 

66,951 

$ 92,501 

*122,461 

$102,594 

itatement 



;mber 31 



1960 

1959 

1958 

*193,626 

*225,489 

*217,351 

126,8.31 

148,368 

130,249 

* 66,794 

S 79,231 

* 87,105 

57,505 

80,252 

88,262 

* 9,289 

* 1,02P 

* 853 


220 



Illustrative Cases 


221 


This enteipiise is a wholesaler of chinawaie, glassware, gift 
waie, lamps, and novelties Sales are made to depaitment stoies, 
gift shops, and jobbers throughout the Umted States on terms 
1/10, net/30 


Trend Ratios 

December 31 or Year Ended December 31 



1958 

1959 

1960 

Cunent assets 

100% 

125% 

95% 

Cunent (toUl) liabilities 

100 

146 

101 

Receivables 

100 

105 

161 

Inventory 

100 

124 

69 

Bales 

100 

104 

89 

Cost of goods sold 

100 

112 

98 

Expenses 

100 

03 

66 

Net income 

100 


1087 

Capital 

100 

08 

82 

Nonourient assets 

100 

69 

46 

Stiuctuial Ratios, December 31, 1960 


Cun ent ratio 


191% 


Acid test 


110 


Capital to liabilities 


100 


Capital to none ui I ent assets 


971 


Net income to capital 


20 


Days’ sales m icccivables 

App 

06 days 


Inventoiy tui novel 

App 

2 5 times 


Comparative Common-Size Income Statement 


Foi Yeais Ended December 31 




1960 

1959 

1958 

Sales 

100 0% 

100 0% 

100 0% 

Cost of goods sold 

65 5 

64 9 

60 0 

Gloss margin 

34 5% 

351% 

40 0% 

Expenses 

29 9 

35 6 

39 6 

Net income toi the yeai 

4 6% 

5%' 

4% 




From the trend ratios of cuiient assets and current liabilities, 
it IS seen that the current position has m general become less 
favorable since December 31, 1958 The current ratio of 191 per 
cent at December 31, 1960, is rather weak, however, this weakness 
is offset by the acid test of 110 per cent, which is above the tenta- 
tive minimum of 100 per cent 

The trend ratio of receivables, compared with that of sales, 
calls attention to an unusual trend, since sales during the year 
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ended December 31, 1960 fell to 89 pei cent, while leceivables 
rose to 161 per cent Tins unusual trend is further accentuated by 
the fact that the receivables represent approximately 66 days’ 
sales while the terms are 30 days 

The trend of the inventory in relation to that of sales appeals 
satisfactory The sales have declined— and so has the mventoiy, 
and at a higher late Whether or not the amount of stock carried 
IS adequate for maintenance of sales efficiency cannot be detei- 
mmed from the statements The tui novel of about 2 5 times is 
probably low. 

While capital declined because of a loss m 1959 and appar- 
ently because of withdrawals by the ownei m 1960, liabilities lose 
At December 31, 1960, the latio of the equity of the ownei to 
that of the creditors is not above the tentative minimum of 100 
per cent, but, since the fixed asset investment is small, this condi- 
tion is not necessarily to be legarded as unsatisfactoiy, foi in 
such cases the ratio is noimally lower than in cases of enterprises 
with large fixed investments 

Since the mvestment in noncurrent assets is small, this item 
offers no pioblem. The entei prise obviously rents the premises 
occupied, and the only fixed assets are fuinitme and fixtures 
It is a favoiable indication that the miscellaneous receivables 
have been collected 

Operations during the yeai ended December 31, 1960 have 
shown considerable improvement Although sales declined, net 
income amountmg to 4 6 per cent of sales was earned, compaied 
with a loss of 5 of 1 per cent dming the preceding year Analysis 
of the comparative income statement shows that, although theio 
was a constant dechne m the rate of gioss margin during the thiee 
years, expenses were steadily i educed, diastically enough during 
the last yeai to pioduce a net mcome 

The 1960 earnings represent a return of 20 per cent on capital, 
this high rate is due to the fact that the capital is now rather small 
It might be questioned whether the capital is adequate 

Apparently the only serious disproportion exists in the receiv- 
ables An investigation into the state of the leceivables might 
bring forth any one of several different factual explanations 

1. It might be found that this company has been careless m 
the extension of credit and has not pursued a sufficiently vigorous 
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collection policy, so that many accounts are long past due This 
explanation would indicate a most unfavorable condition 

2 It might be found, for example, that during the last month 
of the fiscal yeai business was unusually active The laige amount 
of receivables is due to this unusual spurt in business, the accounts 
are, theiefoie, not yet due This explanation would indicate a 
favorable condition 

The above discussion of the position of the receivables illus- 
tiates what has been previously stated that, although a ratio 
may point to an unusual, and possibly unfavorable, trend or pio- 
poition, the ratio by itself does not necessarily indicate whethei 
the situation is favorable oi unfavorable In older to determine 
that, it is necessaiy to obtain factual information, in the absence 
of such factual infoimation, the analyst cannot airive at a definite 
conclusion In this case the factual information regarding the ac- 
counts receivable would be obtained by aging them. 

Case No. 2 

EDWARDS- JONES CO , INC 
Comparative Balance Sheet 
Decembei 31 



1960 

1959 

1958 

Asseis 




Cash 

« 24,045 

1 12,387 

$ 6,241 

Accounts receivable (less bad debts estimate) 
Inventories 

130,837 

135,641 

127,482 

Raw materials 

36,804 

16,859 

17,241 

Goods in process 

12,348 

8,397 

7,866 

Finished goods 

69,831 

36,084 

36,628 

Total cuirenL assets 

$273,865 

$209,368 

$193,448 

Fixed assets (less depieoiation) 

8 31,760 

$ 29,340 

$ 28,499 

Cash suiiendei value of life insurance polity 

7,050 

5,800 

4,237 

Deferred charges 

5,628 

6,022 

3,166 

Total noncuirent assets 

% 44,438 

1 41,162 

$ 36,892 


$318,303 

$250,630 

$229,340 

Liabihiies, Capital StocK, and Retained Earning'! 
Accounts payable 

$ 57,214 

$ 22,622 

$ 64,034 

Accrued expenses 

3,850 

8,363 

6,246 

Federal income tax payable 

47,618 

42,957 

36,303 

Total current liabilities 

$108,682 

$ 73,942 

$ 96,583 

Capital stock (par SlOO) 

$155,000 

$130,000 

$100,000 

Retained earnmgs 

64,621 

46,688 

32,757 

Total capital 

$209,621 

$176,688 

$132,757 


$318,303 

$250,630 

$229,340 
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Coinparati\e Income Statement 
For Years Ended December 31 



1%0 

1969 

1958 

Sales (less returns and allowances) 

$1,026,324 

$1,362,729 

$902,055 

Cost of goods sold 

503,929 

708,683 

505,683 

Gross maigm 

$ 622,395 

$ 654,046 

$396,372 

Expenses (less other income) 

420,234 

560,858 

315,983 

Net income before fedeial income ta\ 

$ 102,151 

$ 93,188 

$ 80,389 

Federal income tax 

47,618 

42,957 

36,303 

Net income for the year 

$ 54,533 

$ 50,231 

% 44,086 

Dividends 

$ 46,500 

$ 36,400 

$ 35,000 


This company manufactures women’s undeigaiments It sells 
to depaitment stores and specialty shops throughout the United 
States. Terms are 10 E 0 M 


Trend Ratios 


December 31 or Year Ended December 31 



1958 

1959 

1960 

Cuirent assets 

100% 

108% 

142% 

Current (total) liabilities 

100 

76 

113 

Receivables 

100 

107 

103 

Inventory of finished goods 

100 

101 

196 

Sales 

100 

151 

114 

Cost of goods sold 

100 

140 

100 

Expenses 

100 

178 

133 

Expenses (including fedeial income tax) 

100 

171 

133 

Net income 

100 

114 

123 

Capital 

100 

133 

158 

Noncurrent assets 

100 

115 

124 

Structural Ratios, December 31, 1960 


Current ratio 


251% 


Acid test 


142 


Capital to liabilities 


192 


Capital to nonourient assets 


477 


Net income to capital 


25 7 


Days’ sales in receivables 

App 

38 days 


Inventory turnover (finished goods) 

App 

8 3 times 



Comparative Common-Size Income Statement 
For Years Ended December 31 



1960 

1959 

1958 

Sales 

100 0% 

100 0% 

100 0% 

Cost of goods sold 

491 

62 0 

56 1 

Gross margin 

50 9% 

48 0% 

43 9% 

Expenses (less other income) 

40 9% 

n 2% 

35 0% 

Federal income tax 

47 

29 

40 

Total deductions from gross maigm 

45 6% 

44 7% 

39 0% 

Net income for the year 

5 3% 

3 9% 

4 9% 
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Illusiratwe Cases 

The trend ratios of cuirent assets and current liabilities indi- 
cate a constantly improving curient position since Decembei 31, 
1958 The current ratio at December 31, 1960 of 251 per cent 
shows a generally satisfactory position (as far as can be deter- 
mined by the use of this ratio) This opinion is strengthened by 
the acid test, which registers a ratio of 142 per cent, well above 
the tentative minimum of 100 per cent 

The trend of leceivables as compared with that of sales is 
satisfactory, since the trend of sales is well above that of the 
receivables The days’ sales in receivables is reasonable in the 
light of the teims gi anted. 

The shaip upward trend in the inventory of finished goods at 
December 31, 1960 to 196 per cent, compared with that of sales, 
which declined sharply to 114 per cent, calls attention to a possible 
disproportion, although the turnover of approximately 8 3 appears 
faiily high 

Because of additional investment and retention of eaimngs, 
there is a favorable upward trend of capital This favorable indi- 
cation IS enhanced by a comparison with the trend of the liabil- 
ities The ratio of capital to habilities (192 per cent) is quite 
satisfactory, according to tentative standards 

The upwaid trend of noncurrent assets, at a lower rate than 
the capital, is favorable, and the ratio of capital to noncurrent 
assets (477 per cent) makes an entirely satisfactory showing 

Operations show constant improvement Although a steady 
deciease has taken place m the rate of cost of goods sold to sales, 
this has been offset to a certain extent by a steady increase in the 
ratio of expenses to sales. The net income for 1960 was 5 3 pei cent 
of sales, while on capital it was 26 7 per cent The company has 
been paying laige dividends, the latest rate being 30 per cent. 

The analysis has directed attention to a possible dispiopor- 
tion in the inventory of fimshed goods. Investigation might reveal 
one of various situations such as the following 

1 During 1960 the company anticipated an increased de- 
mand for its products because of largei income to individuals as a 
result of increased business activity, and, since it was able to 
purchase materials at low puces, it increased production How- 
ever, its expectations were not reahzed, and it now has a large 
inventory m danger of deterioration and obsolescence. These facts 
would indicate an unsatisfactory condition 
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2. During the latter part of November the company received 
unusually large orders for dehvery in January The inventory 
represents goods to be dehveied shortly after the balance sheet 
date, and so the condition is most satisfactory. 

The above discussion of the inventory position illustrates 
that, as in the preceding case, a ratio does not necessarily indicate 
a good or bad condition, it merely calls attention to an unusual 
situation which must be inteipreted in the light of factual infor- 
mation 

Case No. 3 

WOLF & GOODM4N 
Comparaluc Balance Sheet 
December 31 

1960 1959 1958 

Assets 


Cash 

$ 5,654 

$ 6,257 

$ 8,940 

Apcounta receivable (less bad debts estimate) 

5,892 

5,513 

4,673 

Merchandise inventoiy 

34,762 

41,082 

31,123 

Total ourieiit assets 

S 46,308 

$ 52,852 

$ 44,736 

Fixed assets (less depieciation) 

$ 97,629 

$ 93,074 

$ 87,321 

Miscellaneous leceivables 

3,985 

4,250 

5,810 

Prepaid expenses 

840 

521 

688 

Total nonouuent assets 

$102,460 

$ 97,845 

$ 93,825 


$148,768 $150,697 $138,561 


Liabilities and Capital 


Accounts payable 

$ 24,261 

$ 29,449 

S 17,322 

Accrued expenses 

1,853 

2,467 

1,624 

Loans payable 

5,000 

— 

— 

Deposits 

1,600 

1,500 

— 

Total ouironl li ibilitics 

$ 32,604 

$ 33,416 

$ 18,846 

Mortgages 

1 30,000 

$ 35,000 

$ 40,000 

Loans payable 

15,000 

20,000 

20,000 

Total noncurrent liabilities 

$ 45,000 

$ 55,000 

$ 60,000 

Total liabilities 

$ 77,604 

$ 88,416 

$ 78,846 

Capital 

71,16-1 

62,281 

59,716 


$148,768 

$150,697 

$138,661 

Compaiali>e Income Statement 



Fm Years Ended December 31 




1960 

1969 

1958 

Sales (less loturns and allowances) 

$204,667 

$212,962 

$176,240 

Cost of goods sold 

134,309 

141,285 

119,684 

Gross margin 

$ 70,348 

$ 71,677 

$ 66,556 

Expenses (less othei mcome) 

60,003 

56,064 

51,269 

Net income foi the yeai 

$ 10,.345 

$ 15,623 

$ 5,287 
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JUuUraiive Cases 

This enterprise retails diy goods and wealing apparel Ap- 
proximately 90 per cent of sales aie made for cash, those on open 
account are made on a 30-day basis 


Tiend Ratios 

December 31 or Year Ended Decembei 31 


Current assets 
Current liabilities 
Receivables 
Inventoiy 
Sales 

Cost of goods sold 
Expenses 
Net income 
Capital 

Total liabilities 
Nonoun ent assets 


1958 1959 1960 

100% 118% 104% 

100 178 173 

Not significant 
100 132 112 

100 121 116 

100 118 112 

100 109 117 

100 295 190 

100 104 119 

100 112 98 

100 104 109 


Stiuctural Ratios, Decembei 31, 1960 


Current latio 142% 

Aoid test 35 

Capital to liabilities 92 

Capital to noncuirent assets 70 

Not income to capital 15 

Days’ sales in receivables Not applicable 

Inventoiy turnovei App 3 5 times 


Comparative Common-Size Income Statement 
For Ycais Ended Decembei 31 


Sales 

Coat of goods sold 
Gross margin 
Expenses 

Net income for the year 


1960 1959 

100 0 % 1000 % 



The trends of the current assets and current liabihties indi- 
cate that the cuiient position over the two-year period has become 
steadily less satisfactory The current ratio of 142 per cent at 
December 31, 1960, is poor according to accepted standards, but, 
since this enterprise sells largely foi cash, it would normally have 
a lower current ratio than a firm selhng on credit Howevei, the 
acid test result of 35 per cent may be legarded as definitely un- 
satisfactory 

The behavior of the inventory has been m accord with the 
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trend of sales The turnover of approximately 3 5 times is probably 
low 

The upwaid tiend of the capital, due to accumulated earn- 
ings, lb a favoiahle indication This tiend compaied with that of 
total liabilities pioduces a similar favorable reaction However, 
the latio of capital to habihties at December 31, 1960 (92 per cent) 
indicates rathei heavy mdebtediiess 

The latio of capital to noncuirent assets of 70 pei cent has an 
unfavorable tendency, since it indicates that the creditors have a 
30 per cent equity in the noncuirent assets 

Operations aie defimtely profitable, although they were not 
as piofitable in 1960 as m 1959 There was a constant use in the 
rate of gross margin on sales because of a decline m the rate of cost 
of goods sold This was accompanied in 1959 by a decline in the 
rate of expenses, thus yielding a rise m the rate of net income on 
sales from 2 8 per cent m 1958 to 7 5 pei cent in 1959 However, 
a use m the late of expenses to sales m 1960 reduced the rate of 
net income on sales to 5 3 pei cent 

The analysis has directed attention to two matters that re- 
quire factual investigation (1) the proportion of the equities of 
owners and creditors, (2) the rise in expenses which reduced the 
1960 net income. 

1 It is obvious that an additional investment of cash in the 
business would correct the various disproportions An investment, 
for example, of $25,000 would raise the current latio to 219 per 
cent, the ratio of capital to habihties to 125 per cent, and the ratio 
of capital to noncurrent assets to 94 pei cent Since the operations 
have been profitable, it is not unhkely, other things being equal, 
that such investment might be obtained 

2 (a) Upon investigation it might be found that the increase 
m expenses was due largely to the rental of additional space and 
to the hiring of additional employees because an increased volume 
of business was expected Since the increase was not realized, the 
situation would be considered unsatisfactory. 

(b) It might be found that the increase in expenses was due 
to a special advertising campaign which was highly successful, 
since it defimtely stimulated business If this campaign had not 
been undertaken, the sales would have been much lower than they 
were From this explanation it would be concluded that the man- 
agement’s pohey had been satisfactory 
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Heie, again, it is demonstrated that ratios are not conclusive 

and act meiely as signals which attiact attention to something 

winch must be determined oi veiified by factual investi 

gation 

Case No. 4 




R P GILLESPIE 



Comparatx\e Balar 

ice Sheet 



June 30 

1960 

1959 

1058 

Assets 




Cash 

15 3,562 

$ 4,265 

$ 3,418 

Accounts receivable (less bad debts estimate) 

86,298 

86,460 

72,680 

Meiohandise mventoiy 

88,340 

95,629 

69,397 

Prepaid expenses 

2,746 

3,852 

2,846 

Total cm rent assets 

$180,945 

$189,206 

$148,341 

Building (less depreciation) 

$148,268 

$150,220 

$153,030 

Fuinituie and equipment (less depreciation) 

8,405 

7,352 

7,287 

Miscellaneous receivables 

1,750 

2,500 

1,260 

Total nonomrent assets 

$158,423 

$160,072 

$161,676 


$339,368 

$349,278 

$300,017 

Liabihhes and Capital 




Notes payable (bank) 

$ 10,000 

$ 20,000 

$ — 

Accounts payable 

74,857 

87,682 

61,764 

Accrued expenses 

6,854 

7,246 

6,480 

Total cm rent liabilities 

$ 91,711 

$114,927 

$ 68,253 

Mortgage on building 

60,000 

50,000 

50,000 

Total liabilities 

$141,711 

$164,927 

$108,253 

R P Gillespie, Capital 

197,667 

184,351 

201,664 


$339,368 

$349,278 

$309,917 

Comparalxve Income 

Statement 



For Years Ended June 30 




1960 

1959 

1958 

Sales (less discounts, returns, and allowances) 

$775,196 

$732,685 

$621,537 

Cost of goods sold 

420,847 

380,479 

297,468 

Gloss margin 

$354,349 

$362,206 

$324,069 

Expenses (less other income) 

341.043 

369,610 

259,212 

Net income foi the year 

$ 13,306 

$ 7,313* 

,$ 64,867 

Mr R P Gillespie is a jobber of dry goods 

Terms of 

sale are 

1/10, npt/30 
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Tiend Ratios 

June 30 or Year Ended June 30 



1958 

1959 

1960 

Cuirent assets 

100% 

128% 

122% 

Current liabilities 

100 

198 

157 

Reopivables 

100 

118 

119 

Inventoiy 

100 

138 

127 

Sales 

100 

118 

121 

Cost of goods sold 

100 

128 

142 

Expenses 

100 

139 

132 

Net income 

100 


20 

Capital 

100 

91 

98 

Total liabilities 

100 

153 

131 

Nonouuent assets 

100 

99 

99 

Structural Ratios, 

June 30, 1960 



Cuirent latio 


197% 


Acid tost 


98 


Capital to liabilities 


139 


Capital to noncuirent assets 


125 


Net income to capital 


65 


Days’ sales in receivables 

App 

30 days 


Inventory tui novel 

App 

4 6 times 


Comparative Common-Size Income Statement 


Foi Years Ended June 30 




1960 

1969 

1958 

Sales 

100 0% 

100 0% 

100 0% 

Cost of goods sold 

513 

518 

47 7 

Gross margm 

45 7% 

48 2% 

62 3% 

Expenses 

44 0 

49 1 

41 6 

Net income for the year 

17% 

9%* 

10 7% 




Current position was less favorable at June 30, 1959 than it 
was a year before because of the sharp rise of current liabilities 
to 198 per cent while current assets rose to 128 per cent However, 
the trend was more favoiable at June 30, 1960 because cuirent 
liabilities dropped to 157 per cent while current assets dropped to 
122 per cent The current ratio of 197 per cent at June 30, 1960 
is close to the tentative minimum, as is also the acid test, which 
IS at 98 per cent 

The trend of leceivables m relation to sales is satisfactory, 
the days' sales in receivables, approximately 30, is leasonable m 
the hght of the terms of sale 

The inventory at June 30, 1959 was somewhat out of line 
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Illustratm Cases 

with sales but at June 30, 1960 appears reasonable The turnovei 
of 4 6 times may be somewhat slow 

Although sales have steadily increased so that foi the year 
ended June 30, 1960 they stood at 124 per cent of the sales for the 
yeai ended June 30, 1958, the coat of goods sold rose at a consid- 
eiably higher rate, standing for the yeai ended June 30, 1960 at 
142 pel cent of the cost foi the year ended June 30, 1958 The cost 
of goods sold amounted duiing the year ended June 30, 1960 to 
54 3 cents per dollar of sales, whereas for the year ended June 30, 
1958 it was 47 7 cents, and for the year ended June 30, 1959, 51 8 
cents 

The trend of expenses for the year ended June 30, 1959 was 
upwaid to 139 per cent of the previous year but declined during 
the yeai ended June 30, 1960 to 132 per cent The expenses during 
the year ended June 30, 1960 were 44 cents per dollar of sales, 
whereas they were 49 1 cents per dollar of sales the previous year 

Net income for the yeai ended June 30, 1960 was at the late 
of 6 5 per cent on capital and 1 7 per cent on sales This was a 
great improvement ovei the previous year, in which a loss was 
sustained 

The propoitions of capital to liabilities and to noncuirent 
assets appear satisfactoiy. 

An investigation should be made with lespect to the cause of 
the rise m the cost of goods sold in relation to sales This investi- 
gation might reveal one or more reasons for the rise Such factors 
as efficiency m making purchases and ability to adjust selling 
puces to market conditions are involved The management suc- 
ceeded in reducing expenses during the year ended June 30, 1960, 
it should now seek ways and means of reducing costs or increasing 
revenues, or perhaps both 

Academic Analysis vet sus Analysis m Business 

The foiegoing illustrative cases have been analyzed and in- 
tei preted in the manner expected of the student. In each case, 
the computations have been made in accordance with the basic 
analytical technique, consistmg of trend ratios, structural ratios, 
and a comparative common-size income statement These weie 
followed by an interpietation of the measuiements, leading to 
an indication of the matteis to be investigated Examples were 
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then given of facts that might be discovered upon making the 
investigation. 

The analyst in business will not necessaiily make all the com- 
putations here outhned In fact, he may m the course of time 
develop a sense of diiection and proportion to such an extent that 
he will be able to lecogmze unusual tiends and pioportions with- 
out making any formal computations Also, he will usually be able 
to obtain the factual information not available to the student and 
so can caiiy the interpietation to a conclusion 

Attention is again diieeted to the fact that, since the financial 
statements show', not the financial condition of a business, but 
rathei the position of the accounting foi that business, the con- 
clusion with lespect to the condition of a business cannot be found 
m the statements themselves However, since all financial events 
in a business aie finally reflected m the statements, by use of the 
analytical devices presented in previous chapters, unusual trends 
and pioportions are levealed. Having obtained significant clues, 
the analyst will make the necessaiy investigation to obtain the 
facts. He will formulate conclusions only after obtaining the facts 



14 


Standard Ratios 


The inteipretation of the vertical ratios — that is, the stiuc- 
tural and the opoiating, oi income statement, peicentages — may 
be made by the analyst on the basis of standards foimed thiough 
his personal expeiience, but he may also use the results of such 
studies as have been made by competent leseaich workers with 
a view to determining standards in the financial structure and 
operations of business entei puses It is the purpose of this chapter 
to discuss the feasibility of developing standards by research 

Average Ra Uos as Standards 

Standard ratios should represent normal relationships among 
items in the financial statements of a business and would be 
indicative of a satisfactory condition 

When analysis of financial statements by ratios became gen- 
erally accepted as the approved method of studying the positron 
of a business, writers on this subject began to feel the necessity 
of having standards by which to judge the ratios computed from 
individual statements The method suggested for developing such 
standards was to obtain as many statements as possible of enter- 
prises in each industiy, compute various ratios of the items m 
these statements, and take averages of the ratios These averages 
were supposedly norms foi the propoitions in the financial state- 
ments of the enterprises in the industries under consideration 

That an average of the ratios of statements of enterpnses in 
an industry will be a norm or standard has never been conclu- 
sively demonstrated. Most organizations that have published 
these alleged standard ratios have merely tabulated the results 
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of their findings without levealing the data on which they aie 
based These data have not been available for publication, it is 
intimated, because they have been given in confidence As a result, 
leaders are expected to accept the standaid latios on faith 

Since the financial statements are combinations of facts, con- 
ventions, postulates, and personal judgments, the latios derived 
from them cannot be precise factual measures, and any aveiage 
of these ratios is an aveiage of a multiplicity of different com- 
binations of facts, conventions, postulates, and peisonal judg- 
ments of many accountants This fact detiacts from the value of 
such avciages foi measuiing purposes Fuiiheimore, at times 
many of the members of ceitam mdustnes aie without doubt m 
unsatisfactory financial condition Aveiages of the ratios found in 
the statements of enterprises in such mdustnes would certainly 
not be ideals to be emulated 

Even pioponents of standard latios have conceded that avei- 
age ratios, instead of being ideals, meiely show what piopoitions 
are repiesentative m an mdustiy, but they feel that these ratios 
enable the individual enterpiise to see what its own latios should 
approximate m order to be equal to the aveiage m its industry 
This more limited statement of the attiibutes of aveiage ratios 
IS quite acceptable if it can be established that the averages are 
representative. 

Statement of the Problem 

The problem of standard, or normal, or average ratios m fi- 
nancial structure and operations involves all the problems in con- 
nection with these latios that have been discussed m this volume 
and several additional ones Consequently, the mattei which is 
usually ghbly stated as “compute an aveiage of the ratios m an 
industry” is not as simple as it would seem to anyone who has 
not given it due consideration 

Aside from the usual difl&culties m ratio analysis, the pioblem 
divides itself into three paits 

1. Homogeneous gioupmg of the enterpiises. 

2 Uniformity of the data 

3 Reliability of the averages. 

These matters ivill now be consideied 
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Homogeneous Grouping of the Enterprises 

It IS a necessary preiequisite in standard ratio computation 
that the enterpiises included m an average must be in the same 
kind of business, that is, they must form a homogeneous group 
Although much has been written about standard ratios, no defini- 
tion of what constitutes an industry or kind of business is usually 
given 

Probably the best classification of business enterprises is to 
be found m the various Umted States censuses The Census of 
Manufactures 1954 classifies the establishments covered into ap- 
proximately 450 industries, each of which should undoubtedly be 
given separate consideration by standard ratio compilers How- 
ever, tins IS not sufficient, since each of these mdustiies has many 
subdivisions, most of which would lequiie individual tieatment 
For example, textile mill products has 32 subdivisions, pulp, 
paper, and products, 12, printing and pubhshing industnes, 16, 
cheimcals and products, 41 , leather and leather products, 12, and 
electrical machinery, 21 

Groups Within the Subdivisions 

Consideration should also be given to the fact that a set of 
average ratios for an industiial subdivision is still not sufficient 
because of differences within each subdivision of an industry 
Such differences exist with respect to 

Type of product 

Type of operation 

Location. 

Size 

Clientele. 


Type of Product 

The products of different enterpiises in an industry may be 
of different types or classes, and the difference in product may 
materially affect vaiious factors in the financial structure of the 
companies which manufacture them Although both are auto- 
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mobiles, a Fold is quite a different piodiict from a Cadillac Sim- 
ilaily, the newsprint and kiaft papei and board produced by the 
Inteinational Paper Co, aie veiy difleient fiom the fine writing 
papei of the Ameiican Writing Papei Co In many respects, the 
structure of the International Paper Co. has moie similarity to 
that of the Ford Motoi Co , owing to its integration of activities 

Type of Operation 

Most subdivisions of businesses can leadily be further sub- 
divided into groups according to type of operation For example, 
the Census of Business 196Jf, Wholesale Trade classifies wholesale 
estabhshments into 5 major type-of-opeiation groups having 20 
subclasses, as outlined below 

A Merchant wholesaleis 

1 Wholesale merchants, distiibutors 

2 Terminal gram elevators 

3 Impoiters 

4 Expoitcrs 

5 Cash-can y wholesalers 

6 Wagon, truck distiibutois 

7 Other limited-function wholesalers 

B Manufactuiers’ sales blanches, sales offices 

1 Sales blanches (with stocks) 

2 Sales offices (without stocks) 

C Petroleum (including LP gas) bulk plants, terminals 

1 Refiner-market bulk plants, terminals 

2 Other bulk plants, terminals 

3 Wholesale LP gas facihties 

D Merchandise agents, brokers 

1 Auction companies 

2 Brokers (merchandise) 

3 Commission merchants 

4 Expoit agents 

5 Import agents 

6 Manufacturers’ agents 

7 Selling agents 

8 Purchasmg agents, resident buyers 

E Assembleis of farm products 

These aie further subdivided into different kinds of business 
For example, merchant wholesalers are classified into some 160 
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kinds of business. Thus, for merchant wholesalers alone, theie 
might be requiied 1,120 (7 X 160) different sets of ratios > 

Location 

It has been contended that the location of an enterprise will 
affect the structural relationships in its financial statements and 
that industnes should therefore be subdivided accoidmg to the 
location of their members Although this grouping seems plau- 
sible, the effect of location on the ratios has never been satisfac- 
torily demonstrated. It seems reasonable to expect that, if location 
does affect stiucture, its effect will be more apparent in the income 
statement than in the balance sheet, for it may influence various 
costs of operation. 

Size 


It has been held that the size of a business affects the lelation- 
ships in its financial structuie Although size may have some effect 
in ceitain instances, this effect, like that of location, has never 
been conclusively demonstrated, rather, it has often been merely 
taken for granted Two bases have been used m grouping enter- 
prises according to size (1) the stated value of assets and (2) the 
sales volume 

Although a different average ratio may be obtained foi differ- 
ent location or size groups, it does not necessarily follow that 
either location or size has been the cause of the variation, since 
the many influences mentioned in this chapter which affect the 
ratios exist m all cases It is the complexity of the problem, its 
great number of variables, as in the case of most economic prob- 
lems, that makes its solution difficult 

Clientele 

The type of customers with whom an enterprise does business 
may affect its ratios, particulaily those involving leceivables A 
store which caters to wealthy customers must be in a position to 
extend credit much more liberally than need others. Enterprises 
selling largely to farmers must be prepared to wait for payment 
until crops have been harvested. Those who sell to groups in the 
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community that do not take then financial obligations vei y seri- 
ously must anticipate consideiable losses fiom bad debts and 
arrange prices in accordance with the degree of risk taken Also, 
the type of clientele will affect the location, the equipment, and 
the cost of operation, since the taste of the clients must be cateied 
to These considerations will influence the financial statements in 
such a way as to invahdate comparisons of enterpiises having 
great differences m clientele. 

Uniformity of the Data 

Aveiages of latios computed from statements which have not 
been produced by sirmlar accounting methods will be entirely 
without significance Two lequiiements foi uniformity m state- 
ments used in avei aging have usually been overlooked by writeis 
on standard ratios They are as follows 

1 Uniform accounting proceduies. 

2. Uniform accounting periods 

Uniform Accounting Systems 

If the enterprises in an industry use diffeient, though accept- 
able accounting piocedures, their statements will not be com- 
parable In Chapter 2 a number of differences in procedure were 
discussed Even in successive statements of certain companies, 
one finds differences, a situation which has led to the requiiement 
of the Securities and Exchange Commission and the American 
Institute of Certified Public Accountants that accountants state 
in their reports whether or not the accounting methods used in 
preparing the statements have been consistently maintained, and, 
if not, what changes have been made 

Before reliable standards can be developed by averaging 
statements, it is essential that all the statements included m an 
average be piepaied according to a uniform proceduie 

Uniform Accounting Periods 

Another requiiement for standai d ratios is that all enterprises 
whose ratios are included in an average close their books as of the 
same date Certain of the items in the statements, particularly 
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the inventory, aie affected by the price level on the date of closing 
Accordingly, statements piepared as of diffeient closing dates do 
not have the same basis m this respect Then, too, because the 
inventory volume will usually vaiy at different times of the year, 
the statements will not be comparable unless they are compiled 
as of the same date It is therefoie evident that, unless a uniform 
closing date is used thioughout an industry, the statements of its 
members cannot be used for the purpose of computing standards 

A movement is under way foi the establishment of a uniform 
closing date in each industry on the basis of what has been called 
the “natural business year ” The Natural Business Year Council, 
which IS sponsoring this movement, beheves that each industry 
should close its books on the date selected as the most logical 
one for the industry To cite a few examples October 31 has been 
selected foi automobile dealers because new models are introduced 
in November, on October 31 the books would show the complete 
results of an entire trading year General book publishers would 
find January 31 most satisfactory, for on that date, after the 
holiday season peak, inventories are low until the smaller peak in 
April For wholesale groceries June 30 is a suitable closing date, 
because in this business an expansion takes place in September 
with a peak in November and a diop after Christmas, and a 
secondary peak in May followed by a low in inventoiies In like 
manner, a date on which the books might most logically be closed 
can be found foi each industiy 

Reliability of the Averages 

The third problem in connection with the averaging of ratios 
IS that of securing reliable oi lepiesentative averages The average 
of a senes of values is a single typical figure which is thoroughly 
representative of the series In order that this average may be 
representative, the values must tend to concentiate about it If 
the individual items vary greatly in magnitude and do not show 
this tendency toward concentration, they cannot be represented 
by a single value For example, the arithmetic mean of the three 
numbers 28, 188, and 1050 is 422, but this number is not repre- 
sentative of the group and is not an acceptable average 

In order that average ratios may be computed, it is, therefore, 
a fundamental requirement that the various ratios of enterprises 
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within a given industry show a concentiation about central values 
It is doubtful, howevei, whether such concentiation can com- 
monly be found, as will be seen fiom the illustrations which follow 


Aveiagcs of Ratios in Industries 

In ordei to provide samples of what may be expected m the 
mattei of obtaining representative ratios in mdustiies, foui in- 
dustries have been selected (1) cotton textiles, (2) Portland ce- 
ment, (3) hosieiy, and (4) brewmg From each of the balance 
sheets of 33 cotton textile companies, 16 Portland cement com- 
panies, 14 hosieiy companies, and 35 brewmg companies, as of 
various dates m 1959, the curient ratio — the most widely accepted 
latio — has been computed In Figures 72, 74, 76, and 78, the 
totals of the curient assets and curient habilities of these com- 
panies are tabulated, m Figures 73, 75, 77, and 79, the current 
latios are arrayed accoiding to magmtude fiom the lowest to the 
highest 

Inspection of Figuies 73, 75, 77, and 79 leveals that the dis- 
persion is too great for an average current ratio to be repiesent- 
ative of any of the gioups In fact, the extent of variation in the 
ratios will probably surprise those who have nevei attempted to 
compute a standard latio 

In order to deter imne whether or not companies in various 
size gi oups tend to have similar ratios, the companies have been 
classified into four groups, according to the stated dollars of assets, 
as follows 




3 

4 


Cotton 
Textiles 
1- 25 million 
26-100 “ 
101-200 “ 
Ovei 200 “ 


Portland 
Cement 
1-10 million 
11-20 “ 
21-60 “ 
Over 60 “ 


1- 5 million 
6-10 “ 
11-15 “ 

Over 15 “ 


1- 5 million 
6-10 “ 
11-30 “ 

Ovei 30 “ 


The gi oup to which a company belongs is indicated m Figures 
73, 75, 77, and 79 From an inspection of the arraj^s, it is observed 
that there is no tendency for compames in the various groups to 
have similar ratios. 
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Delerminmg Factors in Financial Stiuctme 

Although the following samples are not conclusive, they are 
indicative They tend to show that little uniformity exists within 
an industiy in the matter of relationships in the financial structure 
Ihe figuies in the financial statements of a certain enterprise 
aie materially affected by the accounting proceduies employed 
by that entei prise In the matter of the curient latio, theie are 
two items with respect to which there is considciable difference 


Current Assets and Current Liabilities of 
33 Cotton Textile Companies, 19S9 
(In thousands of dollars) 


Ameiican and Efird Mills, Inc 

Avondale Mills 

Beaumi Mills, Ini 

Beikshue Hathaway, Inc 

Bibb Manufacturing Company 

Botany Industries, Inc 

Builington Industuos, Inc 

Cannon Mills Company 

Cone Mills Corporation 

Cosmos Impel lal Mills, Ltd 

Dan Rivei Mills, Inc 

Dominion Textile Company, Ltd 

Eilangei Mills Coiporation 

Erwin Mills, Inc 

Fulton Cotton Mills, Inc 

Gramtoville Company 

Hamilton Cotton Company, Ltd 

Indian Head Mills, Inc 

Kendall Company, The 

Lowenstem (M ) and Sons, Inc 

Monaioh Mills 

Mt Veinon Mills, Inc 

Pacolet Manufacturing Company 

Pepperell Manufactuimg Company 

Riegel Textile Coiporation 

Robinson Cotton Mills, Ltd 

Sagamore Manufacturing Company 

Spmdale Mills, Ino 

Standard'Coosa-Thatcher Company 

Stevens (J P ) and Company, Inc 

Textiles-Incorpoi ated 

Thomaston Cotton Mills 

United Mei chants and Manufacturers, Inc 

Fig 72 


Current Current 

Assets Liabilities 

$ 7,488 $ 1,41S 

20,200 2,789 

41,333 12,660 

29,608 3,749 

29,441 4,213 

32,618 23,805 

314,399 79,923 

130,214 27,202 

85,990 21,528 

3,475 599 

98,766 33,318 

47,874 12,627 

16 878 2,301 

20,117 5,037 

19,130 6,480 

13,521 4,926 

6,471 4,393 

21,682 6,712 

44,178 6,062 

121,688 16,426 

12,271 2,169 

15,998 1,760 

22,370 3,732 

32,206 5,486 

42,857 11,356 

1,730 947 

3,488 1,021 

1,645 443 

10,563 2,760 

211,661 67,661 

11,125 1,040 

15,658 2,635 

213,925 101,880 
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m proceduie (1) tbe inventory, and (2) the prepaid expenses— 
which are included in cuiient assets by some and listed among 
the noncurient assets by otheis 

The dominant factor in deterimnmg financial structure in 
most eases is probably the policies pursued by an enterprise For 
example, the financial stiuctuie of a business will be affected by 
the choice it makes between renting a building and buying one, 
between pm suing a hand-to-mouth policy of pui chasing merchan- 
dise and caiiymg a large stock, and between incurring a large 
funded debt and obtaining inci eased capital contributions from 
the stockholders Each enterprise thus has its own structuial pat- 
tern, which IS not necessarily fixed by the industry in which it is 


Cimcnt Ratios of 33 Cotton Textile Companies, 1959 


2 Botany Industi les, Inc 

1 Hamilton Cotton Company, Ltd 

1 Robinson Cotton Mills, Ltd 

4 United Mei chants and Manutactuicis, Inc 

2 Graniteville Company 

2 Fulton Cotton Mills, Inc 

3 Dan River Mills, Inc 

4 Stevens (J P ) and Company, Iiic 

2 Indian Head Mills, Inc 

2 Beaunit Mills, Inc 

1 Sagamore Manufactuiing Company 

1 Spmdale Mills, Inc 

2 Riegel Textile Coiporation 

1 Standai d-Cooaa-Thatohei Company 

4 Buihngton Industi ics, Inc 

3 Dominion Textile Company, Ltd 

2 Erwin Mills, Inc 

3 Cone Mills Corpoiation 

3 Cannon Mills Company 

1 American and Efird Mills, Inc 

1 Monaich Mills 

1 Cosmos Impel lal Mills, Ltd 

2 Pepperell Manutactmmg Company 

2 Thomaston Cotton Mills 

2 Paeolet Manufacturmg Company 

2 Bibb Manufacturmg Company 

2 Avondale Mills 

2 Kendall Company, The 

3 Lowenstem (M ) and Sons, Inc 

1 Erlanger Mills Coipoiation 

2 Beiksbire Hathaway, Ine 

2 Mt Veinon Mills, Inc 

1 Textiles-Incorporated 


Curieiit 

Ratio 

137% 
1 17 
183 
210 
271 

295 

296 
313 
323 
326 
312 
349 
377 
382 
393 
379 
399 
399 
479 
529 
668 
680 
587 
594 


724 

729 

740 

734 

790 

909 

1,070 


Fis 73 
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engaged This situation is to be expected from the very natuie 
of American economic organization in independent units in which 
the management deterrmnes the policies to be puisued 

The current ratio is dependent not only on accounting proce- 
duies but also on the extent to which the management, m its 
disci etion, cieates current obligations The Imuts beyond which 
it may not go are the maintenance of a satisfactory excess of cur- 
rent assets — preferably of the more hquid types — over current 
liabilities Much leeway exists for individual disci etion within the 
limits This ratio is also affected by sales policies, for example, if an 
enterprise sells entirely oi largely on a cash basis, the ratio may 
noimally be lowei, owing to the fact that cash will be flowing into 
the business more rapidly and will become available sooner to 
meet obligations 

Ratios involving inventories are affected not only by account- 
ing proceduies but also by the size of the mventoiy, which is to a 
certain extent discretionary with the management and not nec- 
essarily dictated by the requirements of the industiy The arith- 
metic mean of a collection of such ratios of individual enterprises 
IS thus an average affected by the many pioblems involved, such 
as merchandising policies, accounting procedures, and price levels. 


Curient Assets and Current Liabilities of 
16 Portland Cement Companies, lOSQ 
(In thousands of dollar s) 


Allentown Portland Cement Company 
Alpha Portland Cement Company 
California Poi tland Cement Company 
Diamond Poi tland Cement Company 
General Portland Cement Company 
Giant Portland Cement Company 
Keystone Poi tland Cement Company 
Lake Ontario Portland Cement Company, Ltd 
Lehigh Poi tland Cement Company 
Longhorn Portland Cement Company 
Medusa poi tland Cement Company 
Missouri Poi tland Cemont Company 
Monolith Poi tland Cement Company 
Monolith Portland Midwest Company 
Northwestern States Portland Cement Compan\ 
Oregon Portland Cement Company 


Current Current 

Assets Liabilities 
I 8,185 S 1,081 
15,637 2,637 

20,093 4,355 

3,664 812 

41,126 16,499 

6,403 1,109 

3,325 1,106 

1,876 762 

27,320 10,926 

2,798 1,636 

14,217 4,655 

12,808 6,064 

3,685 3,041 

1,319 616 

5,453 611 

2,710 821 


Fig 74 
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and as a lesult it is not a particulaily good standard for evaluating 
the position of individual entei prises 

The ratio of capital to liabilities will depend on the extent to 
which the management elects and is able to depend on creditors 
for financing Occasionally, howevei, there are tendencies dis- 
cernible within industiies, foi example, in highly competitive and 
speculative industries, theie is observed a tendency towaid a latio 


Curient Ratios of 16 Portland Cement Companies, 1959 


Current 


Group Ratio 

2 Monolith Portland Cement Company 121 % 

1 Longhorn Poitland Cement Company 171 

3 Missouii Portland Cement Company 211 

1 Monolith Portland Midwest Company 214 

2 Lako Ontario Portland Cement Company, Ltd 246 

4 Geneial Portland Cement Company 249 

4 Lehigh Poi tland Cement Company 250 

2 Keystone Poitland Cement Company 301 

3 iviedusa Poitland Cement Company 305 

1 Oiegon Poitland Cement Company 330 

1 Diamond Portland Cement Company 450 

3 Calitoima Portland Cement Company 461 

2 Giant Poitland Cement Company 577 

3 Alpha Portland Cement Company 693 

2 Allentown Portland Cement Company 755 

2 Noithw'estcrn States Poitland Cement Company 892 


Fig 75. 


Current Assets and Current Liabilities of 
11 Hosieiy Companies, 1959 
(In thousands of dollais) 


Adams-Millis Coiporation 
Alba Hosiery Mills, Inc 
Beldmg-Corticelli, Ltd 
Blown Durrell Company 
Chad bourn Gotham, Inc 
Claussnai Hosiery Company 
Dm ham Hosiery Mills 

General Pioduets Manufactuimg Coipoiation, Ltd 

Kay sei -Roth Coipoiation 

Mojud Company, Inc 

National Hosieiy Mills, Ltd 

Real Silk Hosiery Mills 

Van Raalte Company, Inc 

Wayne Knitting Mills 


Cuirent Current 


Assets 

Liabilities 

S 6,930 

$ 1,674 

2,274 

928 

3,015 

498 

2,043 

391 

19,321 

10,093 

2.485 

426 

1,261 

142 

9,661 

4,967 

44,307 

5,623 

14,918 

1,265 

2,014 

1,397 

1,781 

464 

19,034 

4,439 

7,959 

1,326 


Fig 76 
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of capital to liabilities higher than m industries of a more con- 
servative natuie Aside from such factors, the ratio of capital to 
liabilities is a matter governed by the policy of the management 
of the entei prise 

The ratio of sales to receivables is affected by the teims 
granted In those enterprises which grant long terms, the ratio 
tends to be low, and in those granting shoit terms it tends to be 
high. An aveiage latio of sales to leceivables foi an industry will 
have significance only if all its members grant the same terms 
If they do not, significant aveiages can be found only by grouping 
the entei prises granting similar terms Needless to say, enterprises 
that sell on installment terms should be segiegated m the com- 
putation of this ratio. 

Ratios involving fixed assets are dependent not only on man- 
agenal policies but also on the purchasing power of money at the 
date of acquisition of such assets Since there aie so many different 
price levels at which the assets m an industry may have been 
acquired, an average of latios involving fixed assets constitutes 
an average of items that aie not homogeneous 

Therefoie, the type of business in which an enterprise is en- 
gaged IS not the detei mining factor m the proportions of its finan- 
cial structure, but rather these proportions depend on such mat- 
ters as manageiial policies, accounting procedures, and the price 
levels at which its assets were acquiied. 


Current Ratios of 14 Hosiery Companies, 1959 


Group 

4 Chadbourn Gotham, Inc 

3 General Pioduots Manufacturing Corporation, Ltd 

1 National Hosiery Mills, Ltd 

1 Alba Hoaieiy Mills, Inc 

4 Kayser-Roth Corporation 

2 Real Silk Hosieiy Mills 

3 Adams-Millis Corporation 

4 Van Raalte Company, Inc 

2 Mojud Company, Inc 

1 Brown Durrcll Company 

2 Claussner Hosiery Company 

3 Wayne Knitting Mills 

1 Beldmg-Corticelli, Ltd 

1 Durham Hosiery Mills 


Cm rent 
Ratio 
191% 
195 
209 
245 
297 


Fig 77. 
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Composite Statements of Industiies 

A method for obtaimng standard ratios that has been em- 
ployed IS to construct composite financial statements by adding 
togethei like items in all the statements obtainable in an industry 
and to compute the ratios fiom this composite This procedure is 
similai to the accountant’s method of constructing a consohdated 
statement for a parent company and subsidiaries However, it 


Cmrent Assets and Cuiient Liabilities of 
35 Brewing Companies, 1959 
(In thousands of dollars) 


Anheuser-Busch, Inc 

Buigpi Brewing Company 

Buigeimeistei Biewmg Coiporation 

Canadian Bieweiies, Ltd 

Clcveland-Sandusky Brewing Corpoiation 

Dow Brewei y, Ltd 

Drewiys Ltd , U S A , Inc 

Duquesne Biewmg Company of Pittsbuigh 

E and B Brewing Company, Inc 

Falstaff Biewmg Coipoiation 

Pox Head Blowing Company 

Goebel Biewmg Company 

Heileman (G ) Biewmg Company 

International Breweries, Inc 

Jacob Ruppcit 

Kmgsbuiy Bieweries Company 

Ki ueger (G ) Brewing Company 

Labatt (John), Ltd 

Lone Star Biewmg Company 

Lucky Lager Brewing Company 

Lucky Lager Breweries, Ltd 

Minneapolis Brewmg Company 

Molson’s Bieweiy, Ltd 

National Brewmg Company of Michigan 

Olympia Brewing Company 

Pabst Bi ewing Company 

Pearl Biewmg Company 

Pfeiffer Brewmg Company 

Pittsburgh Brewing Company 

San Miguel Brewery, Inc 

Sicks’ Bieweiies, Ltd 

Sicks’ Eamiei Biewmg Company 

Simon (Wm ) Biewery 

Sterling Brewers, Inc 

Western Canada Breweries, Ltd 


Cuiient Curient 

Assets Liabilities 
$58,336 $12,166 

2,783 732 

7,313 1,773 

60,644 21,537 

476 196 

23,921 4,199 

7,614 4,170 

5,081 2,133 

468 160 

21,767 8,582 

1,120 613 

3,170 3,118 

3,632 1,142 

4,038 1,272 

5,590 2,828 

865 842 

2,015 1,669 

14,882 9,021 

4,306 2,420 

14,532 4,168 

2,084 937 

3,191 1,373 

18,571 6,828 

2,439 315 

6,077 2,778 

32,504 10,112 

4,970 1,913 

6,008 2,610 

4,832 2,040 

70,906 32,296 

5,392 2,019 

3,446 1,168 

694 284 

4,344 1,403 

7,278 2,506 


Fig 78, 
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does not provide for the elimination of intercompany transactions , 
that IS, it disregards the possibility of tiausactions among the 
companies in the industry For example, if one company owes 
money to anothei, the same sum is represented in one balance 
sheet as an asset and in another as a habihty 

A composite of many statements in an mdustiy is a rathei 
unreal thing In the case of a patent company and subsidiaries, 
the consolidated statement tells a true story — moie so than a 
collection of statements of the separate affiliated companies — ^for 
m reality such a group of corpoiations is but a single entity whose 


Curient Ratios of 35 Slewing Companies, 1959 


2 Goebel Biewing Company 

1 Kmghbuiy Brewcues Company 

2 Kiuegei (G ) Biewing Company 

4 Labatt (John), Ltd 

3 Lone Stai Blowing Company 

3 Drowiya Ltd , U S A , Inc 

1 Fox Head Brewing Compaiiv 

3 Pfeiffor Slewing Company 

3 Jacob Ruppeit 

4 Pabst Blowing Company 

3 Olympia Brewing Company 

4 San Miguel Biewery, Inc 

3 Lucky Lager Bioweiies, Ltd 

2 Mmneapolia Brewing Company 

3 Pittsburgh Brewing Company 

3 Duquesne Bxewing Company of Pittsburgh 
1 Clovoland-Sandusky Brewing Corporation 

1 Simon (Wm ) Biewery 

4 Canadian Biewenes, Ltd 

4 Falataffl Bi owing Corporation 

2 Pearl Biewing Company 

3 Sicks’ Breweties, Ltd 

4 Molson’s Brew'oiy, Ltd 

3 Western Canada Bieweiies, Ltd 

3 Sioks’ Raiiuei Biewing Company 

4 Lucky Lager Bi ewmg Company 

2 Burger Browing Company 

2 Ileileman (G ) Biewing Company 

2 Steiling Brewers, Inc 

1 E and B Brewing Company, Inc 

2 International Bicweiies, Inc 

3 Burgermeister Brewing Coipoiation 

4 Anheuser-Busch, Inc 

4 Dow Biewery, Ltd 

1 National Biewing Company of Michigan 


Curient 

Ratio 


192 

198 

202 

219 


244 

247 


272 

290 

295 

349 


310 

312 

317 

412 

480 

670 

771 


Fig 79. 
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various paits usually have a close relationship Often the existence 
of the separate coipoiations is but a legal technicality, they aie 
in reality but depaitmcnts of one oiganization, and for all piac- 
tical purposes the various corpoiations should be considered as one 

An industry, however, as constituted under a system of free 
entei prise, consists of many independent units, and the assets, 
liabilities, sales, and so forth, of one umt have no relation to those 
of another Financial statement ratios are intended to measure 
relationships, but ratios computed from such a composite state- 
ment measure unrelated things Among affiliated companies. Com- 
pany A may leadily borrow Company B’s cash to pay its current 
liabilities, but such interaction of assets and liabilities does not 
exist among independent companies A composite statement of an 
industry would be valid m a communistic society, m w'hich all 
business umts are but blanches of a state-owned mdustiy, but it 
IS contrary to fact in a society in ivhich business is organized on a 
flee enterprise basis 

Another argument against the proceduie of constiuctmg a 
composite statement foi an industry and computing ratios from it 
IS that it permits no testing of the data to see whethei or not an 
average would be repiesentative, as was done in the case of the 
industries discussed above The method of the composite state- 
ment makes the tacit assumption that the individual concerns 
included in the composite are quite similar in respect to the pio- 
portions of their financial structure 

The ratios of financial structure can be used logically only as 
measures of individual enterprises and not of an industry as a 
whole simply because an industry as organized in the United 
States does not function as a umt 

The proceduie of obtaining an average of the individual cur- 
rent ratios IS the more logical one, but it may be followed only 
when the individual latios show a central tendency Other meas- 
ures, such as modes, medians, and quaitiles, have been used in 
standard ratio leseaich, but these averages will be no more useful 
than the arithmetic mean unless the fundamental requirement 
that the values tend toward concentration about a central value 
IS met 
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Operating Standards 

It appeals probable that more reliable standards can be ob- 
tained in the mattei of operations than in the matter of financial 
stiucture, for ceitain of the difficulties connected with the balance 
sheet are not to be encountered in the income statement. For 
example, a large proportion of the transactions reflected m the 
income statement are recorded in the puce level of the current 
year, so that, unless extreme fluctuations took place in the pur- 
chasing power of money within that year, the problem of the basis 
of valuation, so troublesome m the case of the balance sheet, does 
not enter into the income statement, except in the matter of de- 
preciation and, to a certain extent, inventories Likewise, less 
1 oom exists for personal opimon, since the expenses, for example, 
are stated largely on a factual basis 

In Older to obtain reliable operating standards m an industry, 
it would be necessary foi all members to adopt a rigidly piesciibed 
accounting procedure The establishment of a system of this kind 
would, however, require such close collaboiation that it might 
leadily be construed as a combination in restraint of trade, and it 
would create a regimentation which might become so irksome as 
to cause inefficiency. 

The outstanding work in operating standards has been pei- 
formed by the Bureau of Business Research of the Harvard Grad- 
uate School of Business Administration, particularly in the fields 
of department and specialty stores and limited puce variety 
chains ^ A feature of these studies is that not only general stand- 
ards 01 “common figures” but also “goal figures” representative 
of the most piofitable firms in each group have been compiled 


Availability of Standards 

Added to the many difficulties to be encountered in the com- 
pilation of standard ratios is that of making them available in 
time to be useful Since it is admitted by all concerned that stand- 
ards arc continually changing, and since it would requiie many 
months before the necessary data for an industry could be com- 

1 See the vaiious fctudies, Operating Results of Department and Specialty Sines, 
.ind Expenses and Projits uj Limited Price Variety Chains 
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piled, it IS possible that, when the standard latios would become 
available, they would be too antiquated to be of any value for 
practical purposes 

Standard Ratio Research in the Future 

Although this chapter tends to cast a shadow of skepticism on 
standard ratio woik, it is not intended to pieclude the possibility 
that useful woik m this field will be accomplished in the futuie 
On the contrary, it is piobable that much will be achieved by 
those who will approach the subject by studying carefully the 
pioblcms peculiar to each industry and adapting their methods 
to these pioblems 

Three impoitant requirements must be met before the search 
for standards for any particular industry may be initiated 

1 Uniformity in accounting methods should be achieved 
within the industiy by the adoption of a uniform system of ac- 
counting, including a classification of accounts and uniform depre- 
ciation methods 

2 A uniform date for closing the books should be selected for 
the industry, possibly based on the principle of the “natuial busi- 
ness year ” 

3 The industry should be carefully studied for the purpose 
of dividing it into homogeneous groups on such bases as are sug- 
gested m this chapter , or others. 

The study of the financial statements will commence with 
the computation of the various logical ratios of each group m the 
industry After the latios have been tabulated in order from the 
lowest to the highest, they should be scrutinized to see whether or 
not they show a sufficient cential tendency for the purpose of 
computing an average If they do, the average may be accepted 
as repiesentative of the group 

However, since it is quite piobable that veiy few industrial 
groups based on type of product, type of operations, location, 
size, clientele, or othei classification will show lepiesentative or 
charactciistic propoitions, the vaiiations must be accounted for 
in terms of managerial policies Therefoie, wherever possible, sub- 
divisions should be made on the basis of such managerial pohcies 
as can be determmed Thus, m a study of the current latio, those 
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firms which sell for cash will be segregated fiom those selling on 
credit. In a study of the ratio of sales to receivables, the membeis 
will be arranged in gioups accoiding to the teims granted, if the 
terms are not uniform throughout the industry 

Divisions on the basis of managerial pohey seem most logical, 
for different managenal policies, all of which may be perfectly 
sound, will produce different stiuctural proportions, and no one 
of these proportions will be the only one that is indicative of a 
favoiable condition Even the ariangement according to mana- 
gerial policies cannot be a very precise one, however, for mana- 
gerial policy is, to a large extent, an individual thing, so that, even 
when the entei puses are classified on this basis, it will not neces- 
sarily follow that the ratios will be similar 

It IS not improbable that in many industries it will be found 
that the enterprises which pursue similai policies and have struc- 
tural pioportions within certain limits have the greatest measure 
of success If this assumption proves to be coirect, the method of 
stating standaids should be in the foim of maxima and minima — 
that IS, the range within which the most successful enterpiises are 
to be found The statement of standards m this manner is con- 
sistent with the American way of arianging business m inde- 
pendent units conducted on the basis of individual managerial 
decisions and not dictated to fiom without 

Howevei , since no acceptable standard ratios exist, the sys- 
tem of analysis outlined in this book, which might be called the 
self-contained method^ is recommended. 
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The analysis of the financial statements is but one phase of 
the analysis of the condition of a business entei prise The complete 
analysis will necessarily include the consideration of infoimation 
which IS not part of the financial statements Since the scope of 
the pi esent book is hmited to only one phase of enterprise analysis, 
that of the financial statements, these matteis aie not treated heie 
but are to be found in books on management, credit, and invest- 
ment It is, however, appropriate to indicate briefly some of the 
other kinds of information which the analyst uses as a basis for 
interpreting condition 

The Factor of Management 

The ability of those managing a business is often reflected in 
the balance sheet by satisfactory proportions among the amounts 
of the items shown It may also be indicated in the income state- 
ment by a satisfactoiy adjustment of expenses to changing sales 
volume Often, howevei, it is not visible in the financial state- 
ments, for certain lelationships may be caused by factors beyond 
the control of the management Unsatisfactory ratios may some- 
times be due to generally poor business conditions, while favorable 
ratios may be due merely to chance 

The opinion of the analyst will be influenced by the character 
and business abihty of those guidmg a business It is conceivable 
that, although the financial statements of a business may reflect 
poor condition, a high opinion of the ability of the management 
may raise the analyst’s estimate of future prospects of the entei - 
prise On the othei hand, although the statements may reveal a 
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satisfactory condition, a poor opinion of the ability of those in 
charge will tend to lowei his estimate 


Crec|ilr3tnalysis 


The credit man is much mterested m information legaiding 
the ability and chaiacter of those managing a business he is ana- 
lyzing, and he will invariably seek to obtain such information 
He may obtain it thiough personal contact oi through indirect 
investigation The indirect investigation may be made through 
credit agencies or through business houses or banks which know 
the enterprise under examination Impoitant mfoimation is ob- 
tained from the trade in regaid to the geneial reputation of the 
business and its promptness in making payments, from banks are 
obtained such facts as the amount of credit extended and the 
satisfactoriness of the account This type of analysis is, like that 
of the economic forces underlying a business enterpiise, entirely 
on a qualitative basis, but to the credit man it is just as impoitant 
as the quantitative measurement of the financial statements 


The most important consideration foi the ciedit analyst is 
probably whether or not an enterprise will be able to meet its 
obligations The piagmatic test of debt-paying ability is the 
prompt payment of obligations when they become due A business 
IS sometimes given quite a satisfactory credit rating if it consist- 
ently meets this test, even if other factois are not quite so good 
as they should be However, the historical study should be sup- 
plemented by an examination of the factual data shown by the 
financial statements and other records Vaiious measures of debt- 
paying ability, in addition to those previously mentioned, will 
now be discussed 


Turnover of Current Assets 

Since debts are usually paid in cash, a business, m order to 
pay debts promptly, must have a sufl&cient amount of cash avail- 
able when debts mature To provide this supply, an adequate 
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inflow of cash is necessary, and this inflow is effected by the turn- 
over of the current assets 

The turnover of current assets is in accoi dance with the trad- 
ing cycle cash, to merchandise, to receivables, and back to cash 
In a business conducted on a cash basis, if current assets other 
than those of the trading cycle are ignored, the turnover of current 
assets will be the same as the turnover of merchandise, which is 
the rate at which the inventory is completely disposed of As has 
been shown, this turnover is obtained by dividing the cost of the 
goods sold by the aveiage mventoiy, and it is stated either m 
terms of days oi the number of times per annum 

When merchandise is sold on account, the turnovei of current 
assets will be the turnover of merchandise plus the turnover of 
receivables. The latter is the rate at which receivables are collected 
01 , in other words, the average length of time required to collect 
the receivables If it is assumed that in a certain business the mer- 
chandise IS turned over on the aveiage in 60 days and that the 
receivables are collected on the average in 30 days, the turnover 
of current assets averages 90 days, that is, the trading cycle is 
completed in roughly 90 days, or four times per annum In a man- 
ufacturing concern, it would be necessaiy to add to this the period 
of time required to manufacture the commodities sold 

Adequacy of Working Capital 

It has been seen that the working capital of a business is that 
portion of the total of the current assets contributed by the 
owners. Its normal proportion depends upon the relative turn- 
over of current assets and current habihties 

In a business m which goods are purchased on 90 days’ credit 
and sold for cash every 30 days, little need exists for any invest- 
ment by the owners m the current assets, the financing may be 
done almost entirely on the eqmty of the current creditors On 
the other hand, if goods are bought on 30-day terms and are 
turned over every 90 days, the current creditor equity should not 
exceed one-third of the current assets, foi only one-third of the 
goods aie sold before all the goods of a particular purchase must 
be paid for 

In the first case mentioned, a current ratio slightly above 
100 per cent would probably be normal, whereas m the second a 
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noimal condition would lequirc a current ratio of at least 300 per 
cent. To state the matter m teims of the ratio of working capital to 
current liabilities, in the first case the normal ratio is just above 0 
per cent, for practically no working capital is required, and in the 
second the ratio should be at least 200 per cent, because two-thnds 
of the merchandise must be financed by the working capital fund 

In actual practice the computation would not be so simple as 
outlined above, foi a business may offer various teims and may 
grant cash discounts, and all customers may not pay promptly 
Similarly, creditois would grant various terms to the business 
Also, this discussion has ignored the current expenses These 
should, m a going concern, be provided by the gross margin col- 
lected fiom customers, if not, they will have to be provided by 
the working capital fund Theiefoie, no gieat degree of precision 
is to be expected in such a computation, it will of necessity be on 
an approximate basis, but nevertheless it will be helpful in judging 
current position 

The internal analyst has httle difficulty in making an estimate 
of working capital lequirements as outlined above The external 
analyst, however, will usually not have available data as to the 
teims of purchase and sale, and so his computations will be less 
precise than those of the mternal analyst 

The above procedure will be useful to the external analyst in 
cases in which certain terms are customary throughout an in- 
dustry If it IS usual, foi instance, for merchants m a certain line 
of business to buy on long terms and to sell on short terms, the 
analyst should not expect a mei chant in this line to have as large 
a working capital as one engaged m a business in which the i everse 
situation obtains The teims that are customaiy in an mdustiy 
will also provide a guide to what should be expected as a normal 
current i atio 

To summarize the foregoing In investigating the current 
position of a business, it is important to deterimne whether or not 
the working capital is adequate A measure is piovided by the 
ratio of working capital to cuiient liabilities — a compaiison of 
the wealth supplied by the current creditors with the current 
wealth supphed by the owners or long-term creditors or both 
This ratio should be interpreted in the hght of a comparison of the 
rate of turnover of current assets with the rate of turnover of 
current liabilities A rapid turnover of current assets with a slow 
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turnover of current liabiliticb lequiies but a low woikmg capital 
latio, conversely, a lapid turnover of current liabilities and a slow 
turnover of current assets requires a high working capital ratio. 


Sales and Working Capilal 

A lelationship exists between the sales of a business and the 
amount of its working capital Normally a large sales volume le- 
quires a larger working capital than a comparatively small sales 
volume, for usually a larger amount of current wealth will be 
required to carry the sales volume The ratio of sales to working 
capital is sometimes used to check the relationship, but it is 
hardly possible to estabhsh a norm, and, since the ratio is used 
lather for the companson of the sales and woikmg capital m a 
series of years, such a comparison can be effected moie satisfac- 
torily by the use of the trend ratios of sales and woikmg capital. 

Velocity Method of Analyzing Debt-Paying Ability 

The current ratio method of analyzing debt-paying abihty is 
on a liquidation basis, its aim is to deteimme whether or not a 
business could pay its debts if it had to liquidate Many analysts 
feel that this point of view cannot be satisfactorily applied to a 
going concern 

According to the foregoing discussion, debt-paying ability 
may be analyzed by a comparison of the velocity of the current 
assets and current habihties Foi a practical application of this 
procedure, information is requiied regaiding the maturity of the 
receivables and payables, and this information is unfortunately 
not commonly available to the external analyst The credit man, 
however, may obtain it from an applicant for credit This method 
is at present in an experimental stage, but, if it is commonly 
adopted, theie is no reason why the necessary information could 
not be obtained as easily as the data now usually requested Some 
credit agencies now requne an aging of the accounts receivable 
in statements submitted to them 

The required data are obtained by aging both the receivables 
and the payables These data may then be included in a current 
position schedule on the estimated time-cash-iealizable basis, as 
shown m Figure 80. The enteipiise whose current position is 
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shown m this schedule has an aveiage merchandise turnover of 
foui times per annum. The cuirent latio is 250 per cent, the work- 
ing capital IS 136,000, and the woiking capital-to-liabilities latio is 
150 per cent, indicating that the equity of the owners m the cur- 
icnt assets is one and one-half times that of the eunent creditors 

This schedule, of couise, should not be regarded as a cash 
budget, since it does not mclude estimates for expenses of the 
business after the balance sheet date However, it gives a fair 
idea of the turnovei of the current items appearing m the balance 
sheet and apparently enables the credit man to form a more exact 
opinion as to debt-paying abihty than does the latio method 

Eslimaled Income 

In most enterprises, financial statements are compiled only 
once a year, as a result, the mfoimation m such statements may 
be quite out of date at the time of application for credit For ex- 
ample, on October 10, 1960, the data contained in the statements 
of December 31, 1959, may no longei convey information on which 
the credit man can lely In oidei to overcome this difficulty, he 
may lequest a copy of the trial balance of the applicant’s ledgei 
as of September 30, 1960 

Let it be assumed that a credit man has leceived from a client, 
Mr S T Adams, his balance sheet as of December 31, 1959 
(Figure 81), income statement for year ended Decembei 31, 
1959 (Figure 82), and trial balance as of Septembei 30, 1960 
(Figure 83) 

If the total assets except meichandise are sub ti acted fiom 
the total liabilities and capital, the difference is what is known as 
the “break-even” inventory — ^that is, the amount of inventory it 
would be necessary to have available on September 30, 1960, so 
that the business would have neithei a net income nor a net loss 
If the actual inventory is gi eater, the excess will be the net income, 
and, if it is less, the deficit will be the net loss 

The inventory of S T Adams on September 30, 1 960, may be 
estimated as shown in Figure 84 by the use of an estimated cost 
of goods sold based on his preceding statement, which indicates 
that the cost of the goods sold was 60 pei cent of sales, net of dis- 
counts, returns and allowances The addition of the purchases 
to the initial inventory gives the total goods to be accounted for 
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From this amount the estimated cost of the goods sold is de- 
ducted, leaving the estimated merchandise inventory as of Sep- 
tember 30, 1960 Upon deducting from this the break-even inven- 
tory, the estimated net income for the nine months, before 
adjustment for depreciation and accrued and deferred items, is 
obtained. The depreciation for the nine months may readily be 
estimated by using the depieciation lates found m the 1959 state- 
ments Upon deducting the depreciation, the estimated net income 
for the nine months, befoie adjustment for accrued and deferred 
items, IS obtained Since the purpose of this work is merely to 
estimate whether the business has maintained its financial posi- 
tion since the last financial statements weie prepared, it is usually 
not necessary to cairy the computation further 


S T ADAMS 
Balance Sheet 
December 31, 1959 


Assets 

Cm lent Assets 
Cash 

Notes receivable 
Accounts leceivable 
Less Allowance for bad debts 
Merchandise inventory 
Interest income accrued 
Prepaid expenses 

Total current assets 
Fixed Assets 
Lot 

Building 

Less Allowance for depreciation 
Fuiniture and fixtures 
Less Allowance foi depreciation 
Deliveiy equipment 
Less Allowance for depreciation 
Total fixed assets 


$ 6,976 
2,100 

$11,224 

300 10,924 

10,796 
16 

96 

$30,906 

$ 6,000 

$15,000 
1060 13,960 

$ 2,900 

342 2,568 

$ 3,900 
1,275 2,625 

25,133 

$56,039 


Liabihties and Capital 

Current Liabilities 
Notes payable 
Accounts payable 
Accrued expenses 

Total liabilities 
S T Adams, Capital 


$ 3,200 
8,461 
336 


$11,986 

44,053 

$66,039 


Fig 81 
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Investment Analysis 

Investment analysis is usually a more comprehensive analysis 
than credit analysis. The principal, although not the only, object 
of ciedit analysis is to determine whether or not the enterprise 
undei consideration will be in a position to pay its debts when they 
mature The investment analyst, however, is deeply concerned 
with all phases of -the condition of the enteipiise he analyzes 
Inasmuch as investment is definitely a more or less permanent 

S T ADAMS 
Income Stalemeiil 
For Yeai Ended December 31, 19S9 


Sales 

Less Discounts, returns and allowances 

Sales, net of discounts, i etui ns, and allowances 


$1)0,483 


$69,315 


Cost of Goods Sold 
Inventory, January 1, 1959 
Pui chases 

Less Discounts and 1 etui ns 
Freight and cartage inward 

Less Inventoiy, December 31, 1059 
Cost of goods sold 
Gross margin 


$11,603 

34,432 

360 

$46,385 

10,796 


35,589 

$23,726 


Selling, General, and Admmistiative Evpenses 
Salesmen’s salai les 
Depreciation of dclivei y equipment 
Office salaries 
Office supplies 
Ta\es 

Light and heat 
Insurance 

Depi ociation of furniture and fixtures 
Depreciation of building 
Bad debts 

Othei Income 
Interest income 
Rent income 


Income Deductions 
Interest expense 

Net income for the year 


$ 7,125 
975 
1,700 
676 
950 
124 
113 
200 
750 

300 12,903 

$10,823 

$ 15 

1,500 1,515 

$12,338 


30 


$12,308 


Fig 82 
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lelationship, the study of tiends, both m the business under con- 
si delation and in the industiy in which it is engaged, is essential 
Quantitative trend studies of the financial record of achieve- 
ment by the management are made both as to the growth of the 
enterprise and as to the size and stability of its earnings Quali- 
tative investigations ai e conducted to determine the status of the 
mdustiy as a field for investment, the paiticular iisks inherent in 
the industry, and its piospects for the future The position in the 
industry of the company under consideration is also important A 
study of the industry and the position of the enterpiise in it in- 
volves all the underlying economic forces which have been le- 
viewed in Chapter 12 


S T AD4MS 
Trial Balance 
Septembei 30, 1960 

Cdih 

Marketable securities 
Notes leoeivable 
Accounts receivable 
Allowance toi bad debts 
Meichandise inventory 
Lot 

Building 

Allowance for depieciation of building 
Furniture and fivtui es 

Allowance foi depreciation of furniture and fixtures 
Delivery equipment 

Allowance foi depreciation of delivery equipment 

Notes payable 

Accounts payable 

S T Adams, Capital 

S T Adams, Drawing 

Sales 

Sales discounts 

Sales retuins and allowances 

Purchases 

Pui chase discounts 

Pui chase returns and allowances 

Fi eight and cartage inwaid 

Salesmen's salaries 

Office salaries 

Office supplies 

Taxes 

Light and heat 
Insuianoe 
Interest income 
Bent income 
Interest expense 


$ 5,520 
1,000 
500 
17,682 

10,796 

5,000 

16,250 

2,900 

6,100 


7,260 

620 


$ 225 


1,050 

342 

1,275 

6,500 

12,265 

44,053 

60,593 


872 

35,640 


475 

287 


5,246 

975 

387 


94 

42 

12 

1,125 

M 

8117,202 8117,202 


Fig 83 
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Measurement of Capital Strueturc 

Accountants use the term capital to designate the proprietary 
equity. Investment writers use the term capital structure m a 
broader sense to include not only the proprietai y equity but also 
the equity of all long-term ci editors, commonly repiesented by 
bond issues In this connection the teim capital structw e has super- 
seded the term capitalization employed in the past Some invest- 
ment wi iters even go so far as to include the cuiient liabilities 
in the capital structure, thus making the teim synonymous with 
total equities In the following discussion the term capital structw e 

S T ADAMS 
Estimated Income 

For Nine Months Ended Seiiteraber 30, 1960 


Total liabilities and capital (per trial balaiioe) ®64,668 

Less Total assots (except meiclmndise) pei trial balance 51,0b0 

Break-even inventory $ 3,508 

Meiohandise inventoiy, Decembei 31, 1959 $10,796 

Add Purchases 35,640 

Freight and cartage inwaid 450 

$46,886 

Leas Discounts $475 

Returns and allowances 287 762 

$46,124 

Less Coat of goods sold (estimated 60% of $49,101) 29,461 

Merchandise inventory, September 30, 1960 (estimated) $16,663 

Merchandise inventory, September 30, 1960 (estimated) $16,663 

Break-even inventory 3,508 

Estimated net income for 9 months ended Scptembei 30, 1960, be- 
fore adjustment foi depicciation and accrued and deferred items $13,155 

Estimated depicciation foi 9 months 

Building $610 

Delivery equipment 956 

Furniture and fixtmes 218 1,784 

Estimated not income for 9 months ended September 30, 1960, be- 
fore adjustment foi accrued and defeiied items $11,371 


The cost of goods sold in 1959 was 60% of sales, net of discounts, returns, and 
allowances 

The lates of depreciation, as seen fiom the 1959 statements, are 
Building 5% per annum 

Delivery equipment 25% “ “ 

Fuiniturc and fixtmes 10% “ “ 


Fig 84. 
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will be used to comprise the total book value of all outstanding 
stocks and bonds (or long-term notes^), plus retained eainings and 
othei additions to capital It thus compiises the investment of 
both the stockholders and the bondholders (or holders of long- 
teim notes^ 

In addition to the various quantitative measuios of financial 
statements which have been discussed, a numbei of others are 
employed by investment analysts in connection with the inves- 
tigation of the capital stiucture of coiporations These measures 
aie based primatily on items in the financial statements, but they 
also include compaiisons involving market prices of securities 
Some of the measures in common use will now be discussed 

The investment analyst measuies the composition of the 
capital structuie of a coipoiation, that is, the proportions lepie- 
sented by each of the tluee classes of secuiities — bonds, prefeiied 
stock, and common stock — as in the following illustiation 

Bonds % 250,000 12 6% 

Pieterred stock 350,000 17 6 

Common stock and retained earnings 1,400,000 70 0 

$2,000,000 100 0% 

The relative investment of the stockholders and bondholders 
is of concern to the investment analyst As the bond investment 
becomes laigei in proportion to that in stocks, the position of the 
stockholders weakens because of the larger prior claims of the 
bondholders The position of the bondholders also weakens be- 
cause of the smaller margin of safety affoided by the investment 
of the stockholder Investment writers have held that in an in- 
dustnal enteipiise the capital structure becomes unsatisfactory 
when the bonds exceed 25 pei cent 

In the above illustration, 87 5 per cent of the capital structure 
has been contributed by the stockholders, and 12.5 per cent has 
been contributed by the bondholders The equity of the stock- 
holders IS 81,750,000, while that of the bondholders is 1250,000, 
or for each dollar contributed by the bondholdeis, the stockholdei s 
have contiibuted $7. 

A valiant of this measure is to price the stocks at maiket 
value This will show the extent to which the bonds aie covered 
by the eqiiitv of the stockholders on the basis of the investing 

‘In cases whcip, insload of ohtauimg funds by issuing bonds, a oorpoiation 
obtains a loan from a financial institution on long-teim notes 
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public’s opinion of the value of the stocks Let it be assumed that 
upon pi icing the stocks at average market quotations for the 
past year, the capital stiucture will be as follows 


Bonds (at par) 

$ 260,000 

18 5% 

Piefeired stock (at maiket) 

300,000 

22 2 

Common stock (at maiket) and retained 



earnings 

800,000 

69 3 


$1,350,000 

100 0% 


On this basis the stockholders contributed only $4 40 to each 
dollar contributed by the bondholders. 

Leverage 

If the capital structure contains either bonds or preferred 
stock or both, investment analysts measure what is called the 
leverage of the common stock To illustrate, let it be assumed that 
the capital stiucture of a certain coipoiation consists of $2,000,000 
of 6 pel cent bonds, $4,000,000 of $100 par value 7 per cent 
preferred stock, and 500,000 shares of no-par value common stock 
with an equity of $4,000,000 Dividing the capital structure, 
$10,000,000, by the equity of the common stock, $4,000,000, gives 
a leverage of 2 5, that is, for each dollar invested by the common 
stockholders, the holders of senior securities have invested $2 50 
This places the common stock m a relatively poor position, since 
there is a heavy dram on the income for the bond interest and the 
claims of the preferred stock before dividends are available for 
the common stock 

If in this case the earnings for a certain year before deduction 
of bond interest should be $1,500,000, the amount available for 
the common stockholders may be calculated m the following 
manner 


Income before bond interest $1,500,000 

Less Bond interest 120,000 

Net income bofoie federal income taxes $1,380,000 

Less Pedeial income taxes 712,000 

Net income for the year % 668,000 

Less Preferied dividend requirement 280,000 

Net income available for common stock $ 388,000 


Earnings per shaie on common stock (500,000 shaies) $ 776 
A level age above 2 m an industrial corporation signifies that 
the stated amount of the senior securities is twice that of the 
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common stock, and is considered high by investment analysts 
When the leverage is high, the effect of an increase or decrease 
m the income befoie bond interest, on the eaimngs available for 
the common stoekholdeis is greater than the rate of that increase 
01 dcciease This fact is shown by calculating the amount available 
for the common stoekholdeis on the basis of an increase of 10 per 
cent oi a deci ease of 10 pei cent in the income before bond interest 
in the abo've case 



10% 

De( rease 

10% 

Increase 

Income before bond mteiest 

Less Bond interest 

$1,350,000 

120,000 

$1,650,000 

120,000 

Net income bofoie federal income taxes 

Less Fedeial ineomo taxes 

$1,230,000 
034 000 

$1,530,000 

790,000 

Net income for the year 

Less Prefen ed dividend requiiemcnt 

$ 596,000 
280 000 

$ 740,000 
280,000 

Net income available foi common stock 

$ 316,000 

S 460,000 

Eaimngs pei shaie on common stock (500,000 shaies) 
Inciease oi decrease m earmngs 

Inciease or decrease in amount available for common 

$632 
-10% 
-18 5% 

$92 

-1-10% 

-t-lSSf’o 


It is thus seen that a “leverage stock” is subject to sharp 
changes in eaimngs and, as a lesult, fluctuations in market price 
This fact puts it in a speculative position, its owneis take a large 
iisk m anticipation of a laige profit 

Some analysts include the current liabilities in their calcula- 
tion of leverage, as is also done m the analysis of the capital stiuc- 
tuie Assuming current liabilities of $1,000,000 in the above 
illustration, the balance sheet would be 


Assets $11,000,000 Cun ent liabilities $ 1,000,000 

Bonds 2,000,000 

Preferred stock (pai ) 4 000,000 

Common stock equitj’- 4,000,000 

$11,000,000 $11,000,000 


Dividing the total of the assets, which is the same amount 
as total equities, $11,000,000, by the common stock equity, 
14,000,000, gives a leveiage of 2.75 This method is moie con- 
servative, since it gives recogmtion to the claims of the current 
Cl editors against the assets 

In contrast to this, a low-leverage stock offers security, be- 
cause the interest and preferred dividend claims are small or 
non-existent and most of the eaimngs are available as dividends 
on the common stock 
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Bond Measurements 

The analysis of the safety of a bond investment consists in 
determining the asset protection of piincipal and the adequacy 
of the coiporation’s eainmgs for the payment of the bond mteiest 

Ratio of fixed assets to funded debt Compaiison of the funded 
debt with the assets on which the bondholders have a piior claim 
(if the bonds are moitgage bonds) will indicate loughly the degree 
of protection of the piincipal Foi this purpose the ratio of fixed 
assets (property, plant, and equipment) to funded debt is em- 
ployed If the book value of the propeity, plant, and equipment is 
$575,000 and the funded debt is 1100,000, the ratio will be 575 
per cent, indicating that for every $1 00 of funded debt there is 
$5 75 book value of piopeity, plant, and equipment 

Times interest charges earned The adequacy of eainmgs foi 
the payment of bond interest is ascertained by computing the 
number of times inteiest charges have been earned For such com- 
putation assume the following case 


Income before bond interest 1150,000 

Less Bond interest 12,000 

Net income befoi e fedei al income taxes S138,000 

Less Fedeial income taxes 65,000 

Net income foi the year .$ 72,000 


Dividing the net income before bond mteiest, $160,000, by 
the bond interest, $12,000, it is found that the bond mteiest has 
been earned 12 5 times Some analysts considei 6 times the mini- 
mum for a “good” industrial bond 

Strictly speaking, this computation is quite coiiect since it is 
the income before bond interest that is available for the payment 
of the interest on the bonds, and some analysts make the compu- 
tation 111 this manner Others, however, who may be called “con- 
servative” prefer to deduct the federal income taxes from the 
income before dividing by the bond interest According to this 
method the computation would be ($150,000 — $66,000) — 
$12,000 = 7 times, a lowei rate than is obtained by the other 
method 

Ratio of working capital to funded debt Although a coipoia- 
tion may have an excellent eaimngs record, it does not follow 
that an adequate amount of the coipoiate wealth has been kept 
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in sufficiently liquid form to meet obligations to the bondholdei s 
Accordingly, the ratio of woikmg capital to funded debt is com- 
puted If the woiking capital is $200,000 and the funded debt is 
$125,000, then, dividing $200,000 by $125,000, it is found that 
the ratio is 160 per cent This indicates that theie is $1 60 of 
woiking capital for each $1 00 of funded debt 

DisposiLion of bondholdei s’ investment Another type of anal- 
ysis of the position of the bonds is the considei ation of the dis- 
position of the investment made by the bondholders Consider 
the following balance sheet 

Cun ent assets 180,000 Cuu cut liabilities 

Noiwurrent assets 1,000,000 Funded debt 

Capital 

$1,180,000 

Aftei the claims of the cuiient ci editors have been deducted 
fiom the current assets, $85,000, which is the working capital, 
remains Since the funded debt is $150,000, $85,000 of the invest- 
ment of the bondholders is lepiesentcd by current assets and 
$65,000 by noncuiient assets 

The above compaiison achieves the same results as the ratio 
of capital to noncurrent assets aheady mentioned, since the capi- 
tal is $935,000, the investment of the ci editors — ^in this case, 
bondholders — m the noncuiient assets is $65,000 

A third method for measuring the relationship is by means 
of a comparison of the current assets and total habilities The cur- 
rent assets are $180,000, and the total liabilities are $245,000, 
therefore, $65,000 of the creditois’ money — ^m this case, funded 
debt — has been invested m noncuirent assets 

As in the case of all compaiisons, the interpretation is made 
by the analyst in the light of the underlying facts In the piesent 
instance, the date of maturity of the bonds is important If a 
ledemption date is neai, a greater degree of liquidity is required 
than would otheiwise be needed. 

Preferred Stock Measuremenls 

Earnings per share The earmngs on preferred stock aie 
commonly expressed in the foim of earnings per share This is 
obtained by dividing the net income by the numbei of shaies 


$ 95,000 

150.000 

935.000 
$1,180,000 
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outstanding Let it be assumed that the eoipoiation whose income 
statement contains the following data has 2,500 shares of pre- 
ferred stock outstanding 

Iiioome before bond mteiest 
Less Bond interest 

Not income before fedeial income taxes 
Less Federal income taxes 
Net income lor the year 

Dividing the net income of $90,000 by 2,500 shares, the earn- 
ings are $36 00 pei share 

Times preferred dividend earned The foiegoing calculation 
does not take into consideration the margin between the eai nmgs 
pel shaie and the dividend lequuement It would make quite a 
difference whether the requirement were $6 00 or $7 00 per shaie, 
for the greater the maigin, the greatei the common stock equity, 
and the strongei the position of the pieferied stock Therefore, a 
more meaningful measure of the earnings on the preferied stock is 
the number of times the preferred stock dividend lequirement 
has been earned Assuming m the illustrative case that the pie- 
ferred stock dividend is $6 00 per share, the dividend rcquiiement 
IS 2,600 shaies X $6 00, oi $15,000 Dividing the net income of 
$90,000 by $15,000, it is found that the prefeired stock dividend 
has been earned 6 times 

Times bond interest and preferred dividend earned The above 
pioceduie of measuring the safety of the dividend on the preferred 
stock IS quite satisfactoiy if there aie no bonds outstanding But 
if there are bonds outstanding, as m the illustrative case, the bond 
mteiest is a fixed claim on the income prior to that of the preferred 
stock dividend Therefore, investment analysts compute the num- 
ber of times the preferred dividend has been earned on the 
“over -all” basis This is done by combimng the bond interest and 
the prefeired dividend, and computing the number of times the 
total of the two has been earned In the illustrative case it would 
be $90,000 ^ ($30,000 -f- $15,000) = 2 times 

The “over-all” basis is applied m a similar manner to calcu- 
late the number of times mterest is earned on junior bond and 
preferred stock issues. 


$250,000 
30,000 
$220,000 
130,000 
$ 00,000 
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Common Stock Measurements 

Book value of a share of common stock The book value of a 
share of coromon stock, if there is no prefcired stock outstanding, 
IS the total capital divided by the number of shares outstanding. 
Thus, the book value or equity pei share includes letamed earn- 
ings and other additions to capital When piefeiied stock is out- 
standing, its amount is deducted from the total capital before 
dividing by the number of shares of common stock outstanding 
Dividends in arrears on cumulative preferred stock i epresent 
a claim against retained earmngs and should be deducted from 
the equity of the common stockholders 

If the pieferied stock is participating, adjustment will be 
made in accoi dance with the participation provisions 
Thus, if a corporation has outstanding 

7 % prefened stock, pai value $100 
Outstanding, 600 shares $ 60,000 

Common stock, no par value 
Outstanding, 50,000 shaies 260,000 

Retained earnings $6,000 

and there is one year’s dividend m arrears on the prefened stock, 
the book value of a share of common stock is computed m the 
following manner 

Common stock $260,000 

Retained eaimngs $35,000 

Less Pieferred dividend in airears 3,500 31,500 

Common stockholders’ equity $281,500 

The common stockholders’ equity, $281,500, divided by 
50,000, the shares outstanding, gives a book value of |5 63 per 
share of common stock 

The book value of a share of common stock has been assigned 
undue importance by some investment analysts Those who 
understand the nature of the balance-sheet data know that the 
stated amounts are not “values” in the commonly-accepted sense 
of the woid Therefore, a computation based on these stated 
amounts cannot be a precise measure of “value ” Rather it is 
the equity per share m accordance with conventional accounting 
However, where there is a gieat discrepancy between the book 
value and the market pi ice it would be well for the analyst to seek 
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to account foi the diffeience Such piocedure might lead to the 
diseoveiy of a stock that is underpriced in the market 

Eaimnqs pei share on common stock The amount earned 
per shaie of common stock is a measure commonly used by the 
analyst It is the amount of the net income available foi the 
common stock divided by the number of shares outstanding 

If the net income available for the common stock is $103,000 
and theie are 10,000 shares outstanding, the earnings per shaie 
on the common stock are $103,000 — 10,000, or $10 30 per shaie 
Price-ear mngs ratio The selling puce of a shaie of stock 

divided by its eaimngs is known as the price-earnmgs latio If 
a share of stock is quoted at 112 and the earnings during the 
past year were $8 50 per share, then the piice-earnmgs ratio is 
112 — $8.50, or 13 2 times previous year’s eaimngs Some ana- 
lysts consider the price excessive when it is above 16 times eaimngs 
The Yield The yield oi leturn on a common stock invest- 
ment IS the latio of the dividend to the maiket price of the stock 
Foi example, if a common stock is quoted in the maiket at $40 
and it 18 paymg a dividend at the late of $2.40 per annum, the 
yield is $2 40 — $40, or 6 per cent 
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